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FINANCIAL HIGHLIGHTS 


•{Rklbonsipcexpei sxaiaxlati) 

1997 

Change 

1996 

Change 

1995 

Change 

T Net sales 

$6,830.1 

+2% 

$6,676.6 

-5% 

$7,003.7 

+7% 

Operating profit, excluding non-recurring 

charges (a) 

1,193.2 

+9% 

1,095.0 

-13% 

1,259.3 

+8% 

EaSingsijexcliifllng no.n-/eciirring charges 
and other unusual items (a) and before 

cumulative effect of accounting change (b) 

704.5 

+8% 

651.1 

-14% 

761.6 

+8% 

Earnings per share (basic and diluted), 
excluding non-recurring charges and olher 
unusual items (a) and before cumulative 

effect of accounting change (b) (c) 

1.70 

+11% 

1.53 

-12% 

1.74 

+10% 

Operating profit 

1,009.1 

+5% 

958.9 

+14% 

837.5 

-28% 

Net earnings 

546.0 

+3% 

531.0 

+8% 

490.3 

-30% 

Net earnings per share (basic and diluted) (c) 

1.32 

+6% 

1.25 

+12% 

1.12 

-29% 

Net cash provided by operating activities 

879.8 

+24% 

711.5 

-32% 

1.041.0 

+8% 

Capital expenditures 

312.4 

+2% 

307.3 

-3% 

315.7 

-11% 

Average shares outstanding (c) 

Dividends per share (c) 

414.1 

$ .87 

+7% 

424.9 

$ .81 

+8% 

438.3 

$ .75 

+7% 

Year-end stock price (c) 

$ 49% 

+51% 

$ 32% 

-15% 

$ 38% 

+33% 


(a) Refer to Management s Discussion and Analysis on pages 18*22 and Notes 3 and 4 within Notes to Consolidated Financial 
Statements lor further explanation of non-recumng charges and tfte unusual items for years 1995 - 1997 

(b) Refer to Management's Discussion and Analysis on pages 18*22 and Note 1 within Notes to Consolidated Financial 
Statements for further explanation of cumulative effect of accounting change in 1997 

(c) Restated for two-for-one stock split effective August 22.1957 
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BRANDS 

Kellogg Company is using its 
exceptional equity strength to 
deliver superior long-term 
growth for shareholders. 






Arnold G Langbo 


Kellogg Company recorded solid 
growth in 1997. as we prepared to 
assume an even stronger leadership 
position among the global food 
companies of the 21st century. 

Your Company’s earnings per 
share increased 11 percent in 1997. 
excluding unusual items. 

Global volume 
was up 1 1 
percent, helped 
by the strong 
performance of 
new products and 
the impact of our 
new Lender’s Bagels business. 
Excluding Lenders, global volume 
was up 5 percent. 

Kellogg Company stock split 
two-for-one. and our stock price 
advanced by 51 percent. The Kellogg 
dividend rose for the 41st straight 
year, with a split-adjusted increase 
of 6 cents per share to $.87. 

We also continued our 
program of purchasing Kellogg 
shares. These purchases totaled 
$426 million in 1997. and the 
Board of Directors has authorized 
$389 million in additional purchases 
during 1998. 

Building on a heritage of 
leadership and excellence, we are 
shaping Kellogg Company into 
a value-focused global growth 
company of the future. To reach 
that goal, we must: 

• Gain a clear competitive 
advantage in certain critical 
aspects of our business: and 

• Build from strength taking full 
advantage of the equity assets 
that make Kellogg unique among 
the world s food companies. 

I am pleased to report 
substantial progress in meeting 
these two requirements. 


Gaining a Competitive 
Advantage 

Kellogg Company's foundation for 
leadership in the 21st century will 
be clear competitive superiority 
in innovation, cost structure, and 
global capabilities. 



Innovation. Leadership in innovation 
is leadership in ideas. 

One imperative of this leadership 
is knowing and understanding 
the vast diversity of consumers 
around the world and organizing 
Kellogg Company’s resources to 
respond with high-value products. 

To enhance our leadership 
in global food innovation, the 
W.K. Kellogg Institute for Food and 
Nutrition Research (WKKI) in Battle 
Creek. Michigan, began operations 
during 1997. At this world-class 
facility, we have brought together 
Kellogg research and development 
people from 23 nations. At the WKKI. 
we are strengthening our product 
development effort and building our 
capability to generate products for 
launch in multiple markets. This 
new system allows us to allocate 
resources to the highest-value ideas 
and take them to market rapidly 
around the world. 

The success of three of our 
newest products - Kelloggs Honey 
Crunch Corn Flakes and Kellogg's 
Cocoa Frosted Flakes cereals and 
Kellogg s Rice Krispies Treats 
squares - demonstrates the value 
of innovative product development. 
We also are optimistic about our 
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most-recent cereal launch, Kellogg's 8 
Razzle Dazzle Rice Krispies." Kellogg 
Company’s consumer-focused 
thinking, backed by the WKKI’s 
unmatched R&D facilities, is 
continuing to fill our new product 
pipeline for 1998 and beyond. 


The European initiative reduced the 
number of plants from seven to four, 
while actually enhancing our ability to 
serve the pan-European marketplace. 

As we continue to improve 
our supply chain, we expect 
additional savings and an increasingly 
advantaged cost structure. 


decisions that create value for 
shareholders. 

The Enterprise Business 
Applications (EBA) initiative, center- 
piece of our business transformation, 
is currently under way for our supply 
chain, financial, and performance 
management processes. 


SHAREHOLDERS 


Our quest to sustain our leadership 
in innovation extends to all aspects 
of our business. Examples are the 
mutually beneficial global 
relationships we are developing 
with major retailers and, in the U.S., 
our new "Cereal. Eat it for Life r" 
television and print advertisements. 
Leading-edge efforts such as these 
will deliver value to consumers 
and to Kellogg shareholders. 

Cost structure. A relentless 
commitment to be the low-cost 
producer of cereal and convenience 
foods enables us to offer Kellogg's 
products at a competitive value 
advantage in diverse markets 
around the world. 

To further strengthen our cost 
positioning, we are realigning what 
we call our global supply chain. This 
supply chain extends from the grain 
in the field through the purchasing, 
manufacturing, and distribution 
processes to the ultimate consumer. 

Over the past two years, 
we have aggressively streamlined 
major parts of our supply chain. 

In 1996, we completed significant 
manufacturing efficiency initiatives 
in the U.S. and Australia. Then, 
in 1997, we restructured our 
European cereal manufacturing 
and distribution network. 



Global 
capabilities. 

Leadership 
in the 21st 
century 
requires 
that we build 
greater global 
capabilities to 
fully leverage 
our worldwide 
resources and 
knowledge. 

Advances in 
information 
technology are 
enabling us to manage 
our business processes, 
people, and technology very 
differently to better serve our 
customers and consumers. 

We are transforming the 
Company by engineering our major 
processes worldwide for improved 
effectiveness and efficiency. These 
processes, and the responsibilities 
of Kellogg people, will transcend 
today’s functional and country 
boundaries. There will be greater 
collaboration and sharing of 
intellectual capital. Our people will 
have worldwide access to critical 
information to accelerate fact-based 


Building from Strength 

Our initiatives to assure 
long-term superiority in 
innovation, cost structure, 










Our accomplishments from these 
initiatives are of great strategic 
importance. 

Just as significant, however, 
is how your Company is using its 
unique strengths to deliver solid 
growth today and set the stage for 
consistent growth and superior 

returns to shareholders in 
the 21st century. 

Building on a 
commitment to nutrition. 
This Company was 
founded on a belief in 
the dietary goodness of 
grain-based food. We continue to 
be driven by that same belief. An 
ever-growing base of scientific 
evidence provides a solid foundation 
for the Company’s efforts to 
communicate the value of wheat- 
bran fiber, folic acid, and other 
attributes of our products in a 
healthy diet. 

As we prepare to begin a 
new millennium, a 1997 meeting of 
scientists from around the world 
reached this consensus: 

• A diet rich in high-fiber cereal 
is associated with a reduced 
risk of colo-rectal cancer. 

• There is suggestive evidence 
that cereal fiber protects against 
breast cancer. 

• There is good reason to examine 
the relationship between 
cereal fiber intake and the 
prevention of other cancers. 

With further favorable 
reports expected in 1998, the 
health positioning of Kellogg’s 
products could well become an even 
stronger factor in our future growth. 
Building our two core product lines. 
Our global strategic plan remains 
centered on Kellogg Company’s two 
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immensely valuable core businesses: 
ready-to-eat cereal and grain-based 
convenience foods. We acted 
decisively in 1997 to further 
develop both. 

To foster the continued growth 
of our cereal business, we opened 
an efficient new plant in 
Thailand, streamlined 
our European cereal 
infrastructure, and 
purchased cereal 
businesses in 
Ecuador and Brazil. 

We also adjusted 
our development 
strategies in 
emerging Asian 
markets to better 
respond to local 
taste preferences. 

Our global j 
roll-out of 
convenience 
foods accelerated 
with the highly 
successful introduction of 
Kellogg's ® Nutri-Grain ® cereal 
bars in the United Kingdom, the 
late-year launch of Kellogg’s ® Rice 
Krispies Squares' " in the U.K., and 
the strong national introductions of 
Kellogg’s * Rice Bubbles Treats” and 
four other cereal bars in Australia. 
Further convenience food launches 
are planned for 1998. 

Continuing to develop our 
convenience foods infrastructure, 
we invested in a bagel business 
in the United Kingdom and reached 
agreement to purchase Day Dawn, 
a producer of wheat biscuit cereal, 
cereal bars, and other convenience 
foods in Australia. We also began 
construction of convenience foods 
capacity in Latin America and 


carefully integrated the Lender’s 
Bagels business, purchased in 
December 1996, into our U.S. 
operations. 

Building by understanding and 
responding to consumers. Building 
on strength also means delivering 
products where and when consumers 
want them. 

One of our biggest ongoing 
initiatives in 1997 was the expanded 
delivery of Kellogg's ® products 
through new, non-traditional 
channels such as vending machines 
and kiosks, as well as convenience, 











Kellogg's Com Flakes' cereal, a family favorite around the world, is one of Kellogg 
Company's many growth equities. It is popular in diverse markets and in our 
growing single-serve business. The potential of the Kellogg's Corn 
Flakes’' equity has been broadened by Kellogg's' Honey Crunch 
Corn Flakes’ cereal, which has achieved exceptionally 
strong results in the United States since its 
introduction in 1996. International marketing of 
Honey Crunch Corn Flakes ~ begins in 1998. 


Dig 'Em ” 
the frog, 
and Snap! 9 
Crackle /® and 
Pop! 9 ', and the 
Kellogg's ® name 
itself, associated 
worldwide with great 
taste, nutrition, 
quality, and value. 

The pages 
that follow describe 
how we are taking 
increasing advantage 
of this equity base to enhance 
the growth and development of 
our business. 

People: Our Most Important 
Advantage 

As we grow globally, we continue 
to recognize, as did our founder 
W.K. Kellogg, that people represent 
Kellogg Company's greatest 
competitive advantage. Our global 
team turned in another strong 
performance during 1997 and is 
totally focused on delivering superior 
value to consumers and to Kellogg 
shareholders in the future. The wide- 
ranging talents and perspectives of 
our people are of great value to 
Kellogg Company, and we are 
strongly committed to diversity 
in our workforce. 

Special recognition is due 
several members of the Kellogg 
family. Dolores D. Wharton and 


Timothy P. Smucker left our Board of 
Directors in 1997 after 21 and 7 years, 
respectively, of dedicated service. 

We extend sincere thanks and best 
wishes to both Dolores and Tim. 

Joining the Board during 1997 
were Dr. Benjamin S. Carson, a 
world-renowned neurosurgeon, 
and Carleton (Carly) S. Fiorina, 
group president of Lucent 

Technologies' Global Service 
Provider Business. 

Promotions among Kellogg 
Company officers during 
1997 included William A. Camstra 
to vice chairman; Alan F. Harris to 
executive vice president and president 
- Kellogg Latin America; John R. 
Hinton to executive vice president - 
administration and chief financial 
officer; and Donna J. Banks to 
senior vice president - research 
and development. 

Our fine team of Kellogg 
people is executing growth strategies 
that we believe are right for Kellogg 
Company and right for the future. 

We look forward with excitement to 
the challenges and global growth 
opportunities of 1998,1999, and the 
new century. 


Arnold G. Langbo 
Chairman of the Board 
Chief Executive Officer 


club, and general 
merchandise stores. Our 
introduction of Nutri-Grain * 
cereal bars in the U.K. marked 
the first presence of Kellogg’s' prod¬ 
ucts in nearly 30,000 additional food 
outlets, primarily convenience stores. 
Building on a strong equity base. 
Perhaps the most important way 
Kellogg Company builds on strength 
is through our exceptionally powerful 
equity base. No other food company 
can match the Kellogg combination 
of internationally recognized brands 
such as Kellogg 's Frosted Flakes ,® 
Rice Krispies ,® Pop-Tarts * and 
Special K* widely known and loved 
characters such as Tony the Tiger ,* 
Toucan Sam ,® Corny " the rooster, 
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Mini- Mini- 
Wheats WHEATS 



Kellogg s Frosted Mini Wheats cereal is 
the flagship of Kellogg Company’s strong 
and high-potential equity presence in 
shredded wheat biscuits 


Kellogg’s Frosted Flakes 3 is the 
world's number two cereal brand 

(trailing only Kellogg’s Corn Flakes ) 
and TonyF {he world’s favorite 
spokestiger, is a powerful equity 
force behind this brand. Now. even 
as original Kelloggs Frosted 
Flakes continues expanding into 
emerging markets, our Kellogg's 




In the United States. France, and Germany 
(all shown here) and around the world. 
Kelloggs Pops cereal is a great-tasting 
favorite 
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Frosted Flakes e and Tony the Tiger 
equities have a second home: 
Kellogg's Cocoa Frosted Flakes' 
cereal. Introduced successfully in 
the U.S. in May of 1997. Kellogg's 
Cocoa Frosted Flakes" then was 
launched with a tremendous 
response in Mexico and three 
other Latin American nations later 
in the year. With this new cereal 
headed for many additional 
countries in 1998 and 1999. our 
incomparable tiger soon may have 
not one. but two. great global 
products. 

















Strong marketing programs and popularity 
among health-conscious consumers have 
made Kelloggs Special K a high-growth 
global equity 



Kellogg's Coco Pops is a key part 
of our growing global presence in 
chocolate-flavored cereals. This equity 
also has been extended to a new 
cereal bar in Australia 


1997 left even SnapF Crackle !® and 
Pop P breathless. The energetic 

trio accompanied the globally 
powe rf u I Kellogg’s Rice Kris pies 
equity into new products, markets, 
and distribution channels. The U.S. 
Rice Krispies lineup broadened with 
the introduction of Razzle Dazzle 
Rice Krispies cereal and several 






holiday versions of Rice Krispies. 
Then, there was the continued 
explosive growth of Rice Krispies 
Treats ™ squares - in the U.S., 

i 

Canada. Australia (as Rice Bubbles 
Treats™), and most recently Europe, 
with still broader distribution coming 
in 1998. Rice Krispies Treats™ squares 
are hot in grocery aisles and in other 
high-growth channels such as vending 


machines, kiosks, cafeterias, and 
convenience stores. Like Tony the 
' Tiger. Snap! Crackle! and Pop! 
will be value-creating global travelers 
in the new century. 
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Introduced in 1916. Kellogg's All-Bran 




Millions of consumers around the 
world take the advice of Toucan Sam 
to " follow your nose v to Kelloggs 
Froot Loops " cereal. 


Growing global awareness of the 
health benefits of dietary fiber has 

created a major growth opportunity 
for Kellogg Company heading into 
the 21st century. Our response 
r leverages the 

positive health 
image of the name 
Kellogg’s ® in combination with the 


cereal is gaining global equity strength 


as consumers in Latin America and other 

markets learn the value of dietary fiber Strong SQllity Of OUT bran CGT63I 



The great honey-touched taste of 
Kelloggs Smacks cereal combines with 
the equity power of Dig 'Em the frog to 
make this product a global favorite 


products. Initiatives in 1997 with 
these products included the 
packaging of our U.S. bran flake 
products as Kellogg's Complete 
Wheat Bran and Kelloggs 
Complete Oat Bran cereals; 
expanded global marketing of 
Kellogg's All-Bran cereal: and 



worldwide promotion of the 
Age+5 campaign, which 
encourages increased 
consumption of dietary 
fiber by children. 
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Nutn-Gram is one of Kellogg Company's 
most-trusted and widest-used equities. 
The Nutri-Gram family includes cereal, 
cereal bars, and frozen waffles 


Kellogg Company’s equity power also 
is being leveraged in our high-potential 

convenience foods. Kellogg's Pop- 
Tarts toaster pastries, an immensely 
strong equity, now are in distribution 
in North America. Australia. New 
Zealand, and the United Kingdom, with 
more expansion planned for 1998. 
Kellogg's strong Nutri-Grain equity 





Lenders 

Bagels 

l - „cnr-< — 

Lenders 

■ 



Bagels are an excellent, high-potential food 
form and. in Lender s,' Kellogg Company has 
the number one equity in pre-packaged bagels 



identity is bolstering the global roll-out 
of Kellogg's l\lutri-Grain B cereal bars. 
This great new product is delivering 
solid results in North America, 

Australia, and the United Kingdom, 
with expansion into Latin America 
now taking place. Eggo and Lender's 
also have equity power with significant 
global potential. Eggo frozen waffles 
were joined by Eggo frozen pancakes 
in the U.S. during 1997. 

The development potential of the 
i Lender's brand includes the full 
spectrum of bagel distribution, 
including a considerable opportunity 
for new products. 
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Expansion of our Kellogg's Pop-Tarts 
toaster pastries equity has included 
new countries, new flavors, and 
great-tasting, green-boxed Kellogg's 
Low-Fat Pop-Tarts. 


The W.K. Kellogg Institute for Food 
and Nutrition Research (WKKI) is 

one of Kellogg Company’s newest 
and most important resources in 
leveraging the strength of its equities. 
Opened in 1997 in Battle Creek, 
Michigan, the S75 million WKKI 
brings a global focus to our 
development of new and improved 




In Canada and the United States. 
Eggo is the number one name in 
frozen waffles. We are planning both 


grain-based foods. Actual product 
development, however, is just part 
of its mission. At the WKKI, we 
are strengthening our overall 
technical capabilities and developing 
new ones, internally and through 
acquisitions. We also are conducting 
and sponsoring leading-edge 









Value-Focused Global Growth 

Kellogg Company has a governing objective 
of creating shareholder value by maximizing 
economic profit! Applying value-based 
management principles, with economic 
profit as a key measure, to our exceptionally 
strong brand equities will be our foundation 

for future 
growth. 
Management 
strongly 
believes 
stock price 
appreciation 
is linked to 
growth in 
economic 
profit. To 
align our 

people behind this objective, Kellogg 
managers have incentive components of 
their compensation linked directly to value 
creation. Also, employees are strongly 
encouraged to become shareholders. 

This value-focused formula has clearly 
delivered historic wealth creation for 
Kellogg shareholders. Over the past ten 
years, your Company’s equity market value 
has increased from $6 billion to $20 billion. 
In this same time period, equity book value 
has remained unchanged at $1 billion, 
mainly due to our aggressive share 
repurchase program. As a result, market 
value added, which measures the wealth 
created for shareholders, has increased at 
a compound annual growth rate of 14%. 

In 1997, you received a 54% total return 
on your investment (stock appreciation 
plus reinvested dividends). 

Management remains committed to finding 
new and innovative ways to leverage our 
global resources in pursuit of value-focused 
global growth and long-term shareholder 
value. 

’Defined as net operating profit after tax (excluding non-recurring charges), 
less a financing charge for capital utilization 



SELECTED FINANCIAL DATA 

(millions, except per share data and number of employees) 



Net 

sales 

% 

Growth 

(a) 

Operating 

profit 

% 

Growth 

10-year 
compound 
growth rate 

6% 


4% 


1997 

$6,830.1 

2% 

$1,009.1 

5% 

1996 

6,676.6 

(5) 

958.9 

14 

1995 

7,003.7 

7 

837.5 

(28) 

1994 

6,562.0 

4 

1,162.6 

16 

1993 

6,295.4 

2 

1,004.6 

(5) 

1992 

6,190.6 

7 

1,062.8 

3 

1991 

5,786.6 

12 

1,027.9 

16 

1990 

5,181.4 

11 

886.0 

21 

1989 

4,651.7 

7 

732.5 

(8) 

1988 

4,348.8 

15 

794.1 

15 

1987 

3,793.0 

14 

691.2 

7 


Total 

assets 

Return on 
average 
assets 

Shareholders’ 

equity 

Return on 
average 
equity 

1997 

$4,877.6 

11% 

$ 997.5 

49% 

1996 

5,050.0 

ii 

1,282.4 

37 

1995 

4,414.6 

ii 

1,590.9 

29 

1994 

4,467.3 

16 

1,807.5 

40 

1993 

4,237.1 

16 

1,713.4 

37 ; 

1992 

4,015.0 

11 

1,945.2 

21 

1991 

3,925.8 

16 

2,159.8 

30 

1990 

3,749.4 

14 

1,901.8 

28 ■ 

1989 

3,390.4 

14 

1,634.4 

30 

1988 

3,297.9 

16 

1,483.2 

36 

1987 

2,680.9 

17 

1,211.4 

38 j 


(a) Operating profit for 1997 includes non-recurring charges of $184.1 ($140.5 after tax or $.34 per 
share). Operating profit for 1996 includes non-recurring charges of $136.1 ($97.8 after tax or 
$.23 per share). Earnings before accounting change for 1996 include a charge of $35.0 ($22.3 
after tax or $.05 per share) for a contribution to the Kelloggs Corporate Citizenship Fund 
Operating profit for 1995 includes non-recurring charges of $421.8 ($271.3 after tax or $.62 
per share). Operating profit for 1993 includes non-recurring charges of $64.3 ($41.1 after tax 
or $.09 per share). Refer to Management’s Discussion and Analysis on pages 18-22 and Notes 
3 and 4 within Notes to Consolidated Financial Statements for further explanation of non-re¬ 
curring charges and other unusual items for years 1995-1997 
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Per Common Share Data (c) 





(a)(b) 

Earnings 

before 

accounting 

change 

% 

Growth 

Average 

shares 

outstanding(c) 

(a)(b) 

Earnings 

before 

accounting 

change 

Cash 

dividends 

m 

Price/ 

earnings 

ratio 

Stock 

price 

range 

Net cash 
provided by 
operating 
activities 

Net cash 
provided by/ 
(used in) 
financing 
activities 

Common 

stock Jf 

repurchases | 

4% 



5% 

n% 






$564.0 

6% 

414.1 

$1.36 

$.87 

36 

$32-50 

$ 879.8 

$(607.3) 

$426.0 

531.0 

8 

424.9 

1.25 

.81 

26 

31-40 

711.5 

94.0 

535.7 

490.3 

(30) 

438.3 

1.12 

.75 

34 

26-40 

1,041.0 

(759.2) 

374.7 

705.4 

4 

448.6 

1.57 

.70 

18 

24-30 

966.8 

(559.5) 

327.3 

680.7 

— 

463.0 

1.47 

.66 

19 

23-34 

800.2 

(464.2) 

548.1 

682.8 

13 

477.7 

1.43 

.60 

23 

27-37 

741.9 

(422.6) 

224.1 

606.0 

21 

482.4 

1.26 

.54 

26 

17-33 

934.4 

(537.7) 

83.6 

502.8 

19 

483.2 

1.04 

.48 

18 

14-19 

819.2 

(490.9) 

86.9 

422.1 

(12) 

488.4 

.87 

.43 

20 

14-20 

533.5 

(143.2) 

78.6 

480.4 

21 

492.8 

.98 

.38 

16 

12-17 

492.3 

52.1 

33.6 

395.9 

24 

494.8 

.80 

.32 

16 

9-17 

523.5 

(130.5) 

22.6 

Property, 

net 

Capital 

expenditures 

Depreciation 
and amortization 

Long-term 

debt 

(e) 

Debt to 
market 
capitalization 

Pretax 

interest 

coverage 

(times) 

Current 

ratio 

Advertising 

expense 

R&D 

expense 

Number of 
employees 

$2,773.3 

$312.4 

$287.3 

$1,415.4 

10% 

9 

.9 

$780.4 

$106.1 

14,339 

2,932.9 

307.3 

251.5 

726.7 

14 

13 

.7 

778.9 

84.3 

14,511 

2,784.8 

315.7 

258.8 

717.8 

5 

12 

1.1 

891.5 

72.2 

14,487 

2,892.8 

354.3 

256.1 

719.2 

8 

23 

1.2 

856.9 

71.7 

15,657 

2,768.4 

449.7 

265.2 

521.6 

7 

27 

1.0 

772.4 

59.2 

16,151 

2,662.7 

473.6 

231.5 

314.9 

3 

33 

1.2 

782.3 

56.7 

16,551 

2,646.5 

333.5 

222.8 

15.2 

3 

17 

.9 

708.3 

34.7 

17,017 

2,595.4 

320.5 

200.2 

295.6 

7 

10 

.9 

648.5 

38.3 

17,239 

2,406.3 

508.7 

167.6 

371.4 

10 

10 

.9 

611.4 

42.9 

17,268 

2,131.9 

538.1 

139.7 

272.1 

9 

14 

.9 

560.9 

42.0 

17,461 

1,738.8 

478.4 

113.1 

290.4 

7 

14 

.9 

486.9 

40.0 

17,762 

(b) Earnings before accounting change for 1997 exclude the effect of a charge of $18.0 after tax 
($.04 per share) to write off business process reengineering costs in accordance with guid¬ 
ance issued by the Emerging Issues Task Force of the FASB. Earnings before accounting 
change for 1992 and 1989 exclude the effect of adopting the following Statements of Financial 
Accounting Standards (SFAS). in 1992, a charge of $251.6 ($.53 per share) net of $144.6 of 
income tax benefit for the transition effect of SFAS #106, ‘Employers' Accounting for Postretirement 
Benefits Other Than Pensions." and. in 1989, a gain of $48.1 ($.10 per share) for SFAS #96 
‘Accounting for Income Taxes: 

(c) All share data retroactively restated to reflect 2-for-1 stock splits in 1997 and 1991. All earn¬ 
ings per share presented represent both basic and diluted earnings per share. 

(d) The pnce/earnmgs ratio was calculated based on year-end stock price divided by earnings 
before the accounting changes referred to in note (b) These earnings include the non-recuning 
charges and other unusual items referred to in note (a). Excluding the impact of these 
unusual items, the price/earnings ratio in 1997.1996.1995, and 1993 would have been 29, 

21.22, and 19, respectively 

(e) Debt to market capitalization was calculated based on year-end total debt balance divided by 
market capitalization. Market capitalization was calculated based on year-end stock price 
multiplied by the number of shares outstanding at year-end. 
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Management’s Discussion and Analysis 

Results of operations 

Overview 

Kellogg Company operates in a single industry - manufacturing 
and marketing grain-based convenience food products, including 
ready-to-eat cereal, toaster pastries, frozen waffles, cereal bars, and 
bagels, throughout the world. The Company leads the global ready- 
to-eat cereal category, with an estimated 39% annualized share of 
worldwide volume. Additionally, the Company is the North American 
market leader in the toaster pastry, cereal/granola bar, frozen 
waffle, and pre-packaged bagel categories. 

During 1997, the Company returned to growth in earnings per share 
(excluding unusual items, discussed below), as management 
continued with its global strategy of brand-differentiated pricing, 
investment in new product research, brand-building marketing 
activities, and cost structure reduction initiatives. Results for 1997 
were significantly improved over 1996, a year in which earnings 
were negatively impacted by competitive conditions in the 
Company’s major markets. 

For the full year of 1997, Kellogg Company reported net earnings 
and earnings per share of $546.0 million and $1.32, respectively, 
compared to 1996 net earnings of $531.0 million and net earnings 
per share of $1.25. Net earnings and earnings per share for 1995 
were $490.3 million and $1.12, respectively. (All per share amounts 
reflect the 2-for-1 stock split effective August 22,1997. All earn¬ 
ings per share presented represent both basic and diluted earnings 
per share.) 

During the current and prior years, the Company reported non¬ 
recurring charges and other unusual items that have been excluded 
from all applicable amounts presented below for purposes of com¬ 
parison between years. Additionally, results for 1997 are presented 
before the cumulative effect of a change in the method of account¬ 
ing for business process reengineering costs. Refer to the separate 
section below on non-recurring charges and other unusual items 
for further information. 

1997 compared to 1996 

Excluding non-recurring charges and other unusual items, the Company 
reported 1997 earnings per share of $1.70, an 11 % increase over the 
prior-year results of $1.53. The year-over-year increase in earnings 
per share of $.17 resulted from $.12 of business growth, $.03 of com¬ 
mon stock repurchases, and $.04 of favorable tax rate movements, 
partially offset by $.02 of unfavorable foreign currency movements.The 
business growth was principally attributable to cereal volume growth 
in the Company’s U.S. and Latin American markets, continued 


double-digit growth in other convenience foods volume, and reduc¬ 
tions in manufacturing and marketing costs. Foreign currency move¬ 
ments negatively impacted earnings by 2% in Europe, 3% in other 
non-U.S. areas, and 1 % on a consolidated basis. The negative impact 
on 1997 earnings per share due to results of the Lender's Bagels busi¬ 
ness, acquired in December 1996, was approximately $.05. 


The Company achieved the following volume growth during 1997: 


Change 

Global cereal 

+ 3.4% 

U.S. cereal 

+ 3.9% 

Global total 

+11.3% 

Global total excluding Lender’s (a) 

+ 5.0% 


(a) Lender’s Bagels business acquired in December 1996. 

Within the U.S. market, the Company recovered cereal volume 
declines of the prior year, and slightly exceeded 1995 results. Growth 
in most other non-U.S. cereal markets offset softness in the Company’s 
United Kingdom, Canada, and Australia volume. The Company’s 
Latin American region achieved record annual volume results. Other 
convenience foods volume continued to increase at a double-digit 
rate, even after excluding sales from the Lender’s Bagels business. 

On an annualized basis, regional volume share of the ready-to-eat 
cereal category remained strong during the year, at approximately 
34% in North America, 44% in Europe, 43% in Asia-Pacific, and 
60% in Latin America. 

Consolidated net sales increased 2% for 1997. The favorable impact 
of strong volumes was partially offset by unfavorable pricing and 
product mix movements, and a negative foreign currency impact of 
2%. Excluding the Lender's business, consolidated net sales were 
even with the prior year. On a geographic basis, net sales versus 
the prior year were: 


Net sales by geographic area -1997 1 

vs. 1996 % change 



U.S. 

Europe 

All other 

Consolidated 

Business 

+5% 

+2% 

46% 

44% 

Foreign currency impact 

— 

-5% 

-4% 

-2% 

Total change 

+5% 

-3% 

+2% 

+2% 

Margin performance for 

1997 was: 





1997 

1996 

Change 

Gross margin 


52.1% 

53.2% 

-1.1% 

SGA%(a) 


-34.6% 

-36.8% 

+2.2% 

Operating margin 


17.5% 

16.4% 

+1.1% 


(a) Selling, general, and administrative expense as a percentage of net sales. 

Gross margin performance for 1997 benefited from volume increases 
and year-over-year operational cost savings. However, these favor¬ 
able factors were outweighed by the negative impact of prior-year 
pricing actions. The improvement in SGA% primarily reflects reduced 
promotional spending in the U.S. market, in line with the Company’s 
integrated pricing strategy. 
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Operating profit results on a geographic basis were: 


Operating profit by geographic area -1997 vs. 1996 

(millions) 

U.S. 

Europe 

All other 

Consolidated 

1997 operating profit as reported 

$706.8 

$158.9 

$143.4 

$1,009.1 

Non-recurring charges 

35.2 

119.1 

29.8 

184.1 

1997 operating profit excluding 
non-recurring charges 

$742.0 

$278.0 

$173.2 

$1,193.2 

1996 operating profit as reported 

$611.2 

$204.4 

$143.3 

$ 958.9 

Non-recurring charges 

24.1 

76.5 

35.5 

136.1 

1996 operating profit excluding 
non-recurring charges 

$635.3 

$280.9 

$178.8 

$1,095.0 

% change -1997 vs. 1996 excluding non-recurring charges: 



Business 

+17% 

+3% 

+1% 

+11% 

Foreign currency impact 

— 

-4% 

-4% 

-2% 

Total change 

+17% 

-1% 

-3% 

+9% 


Gross interest expense, prior to amounts capitalized, increased 
70% versus the prior year to $117.9 million. The higher interest 
expense resulted from increased debt levels to fund the Lender’s 
Bagels business acquisition and the Company’s common stock 
repurchase program. 

Excluding the impact of non-recurring charges and other unusual 
items, the effective income tax rate was 35.3%, 1.5 percentage points 
lower than the prior-year rate. The lower effective tax rate is primar¬ 
ily due to enactment of a 2% statutory rate reduction in the United 
Kingdom, effective April 1,1997, as well as favorable adjustments 
in other jurisdictions. The effective income tax rate based on reported 
earnings (before cumulative effect of accounting change) was 37.6% 
in 1997 and 38.2% in 1996. For both 1997 and 1996, the higher 
reported rate (as compared to the rate excluding the impact of unusual 
items) primarily relates to certain non-recurring charges for which 
no tax benefit was provided, based on management’s assessment of 
the likelihood of recovering such benefit in future years. 

1996 compared to 1995 

The Company’s 1996 results were negatively impacted by competi¬ 
tive conditions in the U.S. ready-to-eat cereal market, in which sig¬ 
nificant price reductions were undertaken by all major competitors 
during the year. In an effort to improve the brand value proposition 
to the consumer, the Company implemented several pricing actions 
in 1996, most notably reductions announced June 10,1996, aver¬ 
aging 19% on brands comprising approximately two-thirds of its 
U.S. cereal business. Following an integrated strategy, the Company 
combined its price reductions with reduced marketing expenditures, 
while competitors continued heavy deep-discount promotional spend¬ 
ing during most of the year. As a result, the Company reported a 12% 
decline in 1996 earnings per share (excluding non-recurring charges 
and other unusual items) to $1.53, versus $1.74 in 1995. The $.21 
decrease was comprised of $.22 in business decline and $.03 in unfa¬ 
vorable foreign currency movements, mitigated by $.03 of common 


stock repurchases, and $.01 from a lower effective tax rate. Foreign 
currency movements negatively impacted earnings by 3% in 
Europe, 4% in other non-U.S. areas, and 1 % on a consolidated basis. 


The Company experienced the following volume results during 1996: 


Change 

Global cereal 

-.7% 

U.S. cereal 

-3.6% 

Global total 

+12% 


Total volume growth was led by strength in the Company’s Asia- 
Pacific and Latin American ready-to-eat cereal shipments and 
low double-digit growth in other convenience foods volume. 
These volume gains offset softness in the Company's U.S. and 
United Kingdom ready-to-eat cereal markets. 

Net sales were down 5%, primarily reflecting the price reductions, 
ready-to-eat cereal volume loss, and unfavorable product mix and 
foreign currency movements. On a geographic basis, net sales 
versus the prior year were: 


Net sales by geographic area - 1996 vs. 1995 % change 

U.S. Europe 

All other 

Consolidated 

Business -7% -1% 

+ 8% 

-4% 

Foreign currency impact — -3% 

-3% 

-1% 

Total change -7% -4% 

+ 5% 

-5% 

Margin performance for 1996 was: 

1996 

1995 

Change 

Gross margin 53.2% 

54.6% 

-1.4% 

SGA% -36.8% 

-36.6% 

-.2% 

Operating margin 16.4% 

18.0% 

-1.6% 


The decline in gross profit margin reflected the price reductions, 
partially offset by the effect of operational cost savings. The SGA% 
was maintained at nearly a constant level versus the prior year 
despite the relatively high level of spending related to the Company’s 
90th Anniversary promotional programs, implementation costs 
associated with pricing actions, and competitive conditions in the 
U.S. cereal market. 


Operating profit results on a geographic basis were: 


Operating protit by geographic area -1996 vs. 1995 

(millions) 

U.S. 

Europe 

All other 

Consolidated 

1996 operating profit excluding 
non-recurring charges 

$635.3 

$280.9 

$178.8 

$1,095.0 

1995 operating profit as reported 

$443.1 

$293.6 

$100.8 

$ 837.5 

Non-recurring charges 

325.0 

38.4 

58.4 

421.8 

1995 operating profit excluding 
non-recurring charges 

$768.1 

$332.0 

$159.2 

$1,259.3 

% change -1996 vs. 1995 excluding non-recurring charges: 



Business 

-17% 

-11% 

+ 16% 

-11% 

Foreign currency impact 

— 

-4% 

-4% 

-2% 

Total change 

-17% 

-15% 

+ 12% 

-13% 
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Gross interest expense prior to amounts capitalized was 
$69.4 million, compared to $69.8 million in 1995. Despite an 
increase in debt during the year, total interest expense was 
maintained at prior-year levels due to the favorable effect of 
lower rates on short-term borrowings. 

Other expense for 1996 included a charge of $35.0 million for a 
contribution to the Kellogg's Corporate Citizenship Fund, a private 
trust established for charitable donations. Excluding this unusual 
item, other income, net, decreased $19.5 million to $1.6 million, 
primarily due to foreign currency losses in Latin American markets 
and lower interest income during 1996. 

Excluding the impact of non-recurring charges and other unusual 
items, the effective income tax rate was 36.8%, .7 percentage points 
lower than the prior-year rate, primarily due to favorable audit 
settlements in foreign jurisdictions and country mix. 

Liquidity and capital resources 

The Company's financial condition remained strong throughout 
1997. A strong cash flow, combined with a program of issuing com¬ 
mercial paper and maintaining worldwide credit facilities, provides 
adequate liquidity to meet the Company's operational needs. 

Net cash provided by operating activities during 1997 was 
$879.8 million, compared to $711.5 million in 1996, with the 
increase due principally to higher earnings, lower benefit plan 
contributions, and favorable working capital movements. The ratio 
of current assets to current liabilities was .9 at December 31,1997, 
compared to .7 at December 31,1996. 

Net cash used in investing activities was $329.3 million, princi¬ 
pally comprised of $312.4 million in property additions. Net cash 
used in investing activities decreased significantly from the prior 
year, in which the Company paid $466 million to purchase the 
Lender’s Bagels business. 

Net cash used in financing activities was $607.3 million, primarily 
related to common stock repurchases of $426.0 million and 
dividend payments of $360.1 million, partially offset by a net 
increase in total debt of $108.1 million. The Company’s total 1997 
per share dividend payment was $.87, a 7.4% increase over the 
prior-year payment of $.81. 

On August 1,1997, the Company’s Board of Directors approved a 
2-for-1 stock split to shareholders of record at the close of business 
August 8,1997, effective August 22,1997, and also authorized 
retirement of 105.3 million common shares (pre-split) held in 
treasury. All per share and shares outstanding data have been restated 
retroactively to reflect the stock split. 


Under existing plans authorized by the Company’s Board of Directors, 
management spent $426.0 million during 1997 to repurchase 10.9 
million shares (on a post-split basis) of the Company’s common 
stock at an average price of $39 per share. The open repurchase 
authorization, which extends through December 31,1998, was 
$389.1 million at year-end 1997. 

Notes payable consist principally of commercial paper borrowings 
in the United States. Associated with these borrowings, during 
September 1997, the Company purchased a $225 million notional, 
four-year fixed interest rate cap. Under the terms of the cap, if the 
Federal Reserve AA composite rate on 30-day commercial paper 
increases to 6.33%, the Company will pay this fixed rate on $225 
million of its commercial paper borrowings. If the rate increases to 
7.83% or above, the cap will expire. As of year-end 1997, the rate 
was 5.65%. 

To reduce short-term borrowings, on February 4,1998, the Company 
issued $400 million of three-year 5.75% fixed rate U.S. Dollar Notes. 
Accordingly, an equivalent amount of commercial paper borrowings 
was classified as long-term debt in the December 31,1997, balance 
sheet. These Notes were issued under an existing “shelf registra¬ 
tion” with the Securities and Exchange Commission, and provide 
an option to holders to extend the obligation for an additional four 
years at a predetermined interest rate of 5.63% plus the Company’s 
then-current credit spread. Concurrent with this issuance, the Company 
entered into a $400 million notional, three-year fixed-to-floating 
interest rate swap, indexed to the Federal Reserve AA composite 
rate on 30-day commercial paper. 

As of December 31,1997, current maturities of long-term debt 
primarily consisted of $200 million of five-year notes due October 
1998. Management currently intends to replace these notes with 
new long-term debt issuances as of the maturity date and, as of 
year-end 1997, had entered into $25 million notional amount of 
interest rate hedges to effectively fix the U.S. Treasury rate on which 
an equivalent amount of future issuances would be priced. Subject 
to market conditions, management intends to gradually increase 
the notional amount of interest rate hedges to $200 million, prior 
to the maturity date of the notes. 

On January 29,1997, the Company issued $500 million of seven- 
year 6.625% fixed rate Euro Dollar Notes. This debt was issued pri¬ 
marily to fund the purchase of the Lender’s Bagels business, acquired 
in December 1996. In conjunction with this issuance, the Company 
settled $500 million notional amount of interest rate forward swap 
agreements, which effectively fixed the interest rate on the debt at 
6.354%. Associated with this debt, during September 1997, the 
Company entered into a $225 million notional, 4 Mi-year fixed-to- 
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(loating interest rate swap, indexed to the three-month London 
Interbank Offered Rate (LIBOR). Under the terms of the swap, if 
three-month LIBOR decreases to 4.71% or below, the swap will 
expire. At year-end 1997, three-month LIBOR was 5.81%. 

To replace other long-term debt maturing during the year, the 
Company issued $500 million of four-year 6.125% Euro Dollar 
Notes on August 5,1997. In conjunction with this issuance, the 
Company settled $400 million notional amount of interest rate for¬ 
ward swap agreements that effectively fixed the interest rate on the 
debt at 6.4%. Associated with this debt, during September 1997, 
the Company entered into a $200 million notional, four-year fixed- 
to-floating interest rate swap, indexed to three-month LIBOR. 

The ratio of total debt to market capital ization at December 31,1997, 
was 10%, down from 14% at December 31,1996. principally due to 
an increase in the market price of the Company's stock since that date. 

Non-recurring charges and other unusual items 

From 1995 to the present, management has commenced major 
productivity and operational streamlining initiatives in an effort to 
optimize the Company's cost structure and move toward a global 
business model. The incremental costs of these programs have 
been reported throughout 1995-1997 as non-recurring charges. 

In addition to the non-recurring charges reported during 1995-1997 
for streamlining initiatives, the Company incurred charges for other 
unusual items. Furthermore, net earnings for 1997 included a cumu¬ 
lative effect of accounting change related to business process reengi¬ 
neering costs. In summary, the following charges were excluded 
from reported results for purposes of comparison within the “Results 
of operations" section above: 


Non-recurring charges & other unusual items 

Impact on (millions, 
except per share data): 

Operating 

profit 

Earnings before 
income taxes and 
cumulative effect 
of accounting 
change 

Net 

earnings 

Net 

earnings 
per share 

1997: 

Streamlining initiatives 

$161.1 

$161.1 



Impairment losses 

23.0 

23.0 



Total non-recurring 
charges 

$184.1 

$184.1 

$140.5 

$.34 

Cumulative effect of 
accounting change 

_ 

_ 

$ 18.0 

$.04 

1996: 

Streamlining initiatives 

$121.1 

$121.1 



Litigation provision 

Private trust contribution (a) 

15.0 

15.0 

35.0 



Total 

$136.1 

$171.1 

$120.1 

$.28 

1995: 

Streamlining initiatives 

$348.0 

$348.0 



Impairment losses 

73.8 

73.8 



Total 

$421.8 

$421.8 

$271.3 

$.62 


(a) Recorded in other income (expense), net 


The 1997 charges for streamlining initiatives relate principally to 
management’s plan to optimize the Company’s pan-European 
operations, as well as ongoing productivity programs in the United 
States and Australia. A major component of the pan-European 
initiatives was the late-1997 closing of manufacturing plants and 
separation of employees in Riga, Latvia: Svendborg. Denmark: and 
Verola. Italy. 

Approximately 50% of the total 1997 streamlining charges consist 
of manufacturing asset write-downs, with the balance comprised of 
current and anticipated cash outlays for employee separation bene¬ 
fits. equipment removal, production redeployment, associated 
management consulting, and similar costs. Related primarily to the 
pan-European initiatives, streamlining programs begun in 1997 will 
result in employee headcount reductions of approximately 600 and 
are expected to deliver annual pre-tax savings of approximately $60 
million when fully implemented. Total cash outlays for streamlining 
initiatives were approximately $85 million during 1997 and are expected 
to be approximately $50 million in 1998. Refer to Note 3 within Notes 
to Consolidated Financial Statements for additional information. 

The streamlining programs commenced since 1995, including the 
aforementioned pan-European initiatives, are expected to result in the 
elimination of approximately 3,000 employee positions by the end of 
1998, with approximately 90% of this reduction already achieved. 
These programs are expected to deliver average annual pre-tax sav¬ 
ings in excess of $200 million by the year 2000, with approximately 
75% of that amount being realized currently. These savings are not 
necessarily indicative of current and future incremental earnings due 
to management’s commitment to invest in competitive business strate¬ 
gies. new markets, and growth opportunities. 

Also included in the 1997 charges are $23.0 million of asset impair¬ 
ment losses, which result from evaluation of the Company’s abil¬ 
ity to recover components of its investments, based on management’s 
ongoing strategic assessment ot local conditions, in the emerging 
markets of Asia-Pacific. 

In addition to the non-recurring charges reported during 1995 and 
1996 for streamlining initiatives, the Company incurred charges for 
the following unusual items: 

• During 1996, the Company included in non-recurring charges 
a provision of $15.0 million for the potential settlement of 
certain litigation. 
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• During 1996, the Company included in other expense a charge 
of $35.0 million for a contribution to the Kellogg's Corporate 
Citizenship Fund, which is expected to satisfy the charitable- 
giving plans of this private trust through the year 2000. 

• During 1995, the Company included in non-recurring charges 
$73.8 million of asset impairment losses that resulted from 
the evaluation of the Company’s ability to recover asset costs 
given changes in local market conditions, sourcing of 
products, and other strategic factors in its North American 
and Asia-Pacific operations. 

The foregoing discussion of streamlining initiatives contains 
forward-looking statements regarding headcount reductions, cash 
requirements, and realizable savings. Actual amounts may vary 
depending on the final determination of important factors, such 
as identification of specific employees to be separated from pre¬ 
determined pools, actual amounts of asset removal and relocation 
costs, dates of asset disposal and costs to maintain assets up to 
the date of disposal, proceeds from asset disposals, final negotia¬ 
tion of third party contract buy-outs, and other items. 

On November 20,1997, the Emerging Issues Task Force (EITF) of 
the Financial Accounting Standards Board reached a consensus 
in Issue 97-13 that the costs of business process reengineering 
activities are to be expensed as incurred. This consensus also 
applies to business process reengineering activities that are part 
of an information technology project. Beginning in 1996, the Company 
has undertaken an Enterprise Business Applications (EBA) 
initiative that combines design and installation of business processes 
and software packages to achieve global best practices. Under the 
EBA initiative, the Company had capitalized certain external costs 
associated with business process reengineering activities as part 
of the software asset. EITF Issue 97-13 prescribes that previously 
capitalized business process reengineering costs should be expensed 
and reported as a cumulative effect of a change in accounting prin¬ 
ciple. Accordingly, for the fourth quarter of 1997, the Company 
reported a charge of $18.0 million (net of tax benefit of $7.7 mil¬ 
lion) or $.04 per share for write-off of business process reengi¬ 
neering costs. Such costs were expensed as incurred during the 
fourth quarter of 1997, and were insignificant. 

1998 outlook 

Management is not aware of any adverse trends that would materi¬ 
ally affect the Company’s strong financial position. Should suitable 
investment opportunities or working capital needs arise that would 
require additional financing, management believes that the Company’s 


strong credit rating, balance sheet, and earnings history provide a 
base for obtaining additional financial resources at competitive rates 
and terms. Based on the expectation of continued cereal volume 
growth, and strong results from product innovation and the global 
introduction of other convenience foods, management believes the 
Company is well-positioned to deliver sales and earnings growth for 
the full year 1998. The Company wi 11 conti nue to identify and pursue 
streamlining and productivity initiatives to optimize its cost structure. 

Additional expectations for 1998 include a gross profit margin of 
53-54%, an SGA% of 35-36%, an effective income tax rate of 
36-37%, capital spending of approximately $400 million, common 
stock repurchase activity of $390 million, and an increase in 
interest expense of 10%. 

To address the millennium date change issue (the inability of certain 
computer software, hardware, and other equipment with embedded 
computer chips to properly process two-digit year-date codes after 
1999), the Company formed a global task force to perform a risk 
assessment, and develop and execute action plans, as necessary. 
The global risk assessment is substantially complete. Remediation 
and testing activities for critical business operations are under 
way, with completion scheduled by year-end 1998. Remediation 
and testing of non-critical business operations will continue, as 
necessary, throughout 1999. Management currently believes that 
the total cost of becoming Year 2000 compliant will not be 
significant to the Company’s financial results, partly due to other 
significant systems initiatives currently under way. While the 
Company believes all necessary work will be completed, there can 
be no guarantee that all systems will be in compliance by the 
year 2000 or that the systems of other companies and government 
agencies on which the Company relies will be converted in a timely 
manner. Such failure to complete the necessary work by the year 
2000 could result in material financial risk. 

The foregoing projections of volume growth, profitability, capital 
spending, and common stock repurchase activity are forward- 
looking statements that involve risks and uncertainties. Actual 
results may differ materially due to the impact of competitive 
conditions, marketing spending, and/or incremental pricing actions 
on actual volumes and product mix; the levels of spending on 
system initiatives, properties, business opportunities, continued 
streamlining initiatives, and other general and administrative costs; 
raw material price and labor cost fluctuations; foreign currency 
exchange rate fluctuations; changes in statutory tax law; interest 
rates available on short-term financing; the impact of stock market 
conditions on common stock repurchase activity; and other items. 
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Kellogg Company and Subsidiaries 

CONSOLIDATED STATEMENT OF EARNINGS 


Year ended December 31. 


(millions, except per share data) 



1997 


1996 


1995 

Net sales 



$6,830.1 


$6,676.6 


$7,003.7 

Cost of goods sold 



3,270.1 


3,122.9 


3,177.7 

Selling and administrative expense 



2,366.8 


2,458.7 


2,566.7 

Non-recurring charges 



184.1 


136.1 


421.8 

Operating profit 



1,009.1 


958.9 


837.5 

Interest expense 



108.3 


65.6 


62.6 

Other income (expense), net 



3.7 


(33.4) 


21.1 

Earnings before income taxes and cumulative 







effect of accounting change 



904.5 


859.9 


796.0 

Income taxes 



340.5 


328.9 


305.7 

Earnings before cumulative effect of accounting change 

564.0 


531.0 


490.3 

Cumulative effect of accounting change (net of tax) 


(18.0) 


— 


— 

Net earnings 



$ 546.0 


$ 531.0 


$ 490.3 

Per share amounts (basic and diluted): 








Earnings before cumulative effect of 








accounting change 



$ 1.36 


$ 1.25 


$ 1.12 

Cumulative effect of accounting change 



(0.04) 


— 


— 

Net earnings per share 



$ 1.32 


$ 1.25 


$ 1.12 

Refer to Notes to Consolidated Financial Statements. 








Kellogg Company and Subsidiaries 








CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY 






Capital in 



Currency 

Total 


Common stock 

excess of 

Retained 

Treasury stock 

translation 

shareholders' 

(millions) 

shares 

amount 

par value 

earnings 

shares amount 

adjustment 

equity 

Balance, January 1,1995 

310.4 

$ 77.6 

$ 68.6 

$3,801.2 

88.7 ($ 1,980.6) 

($ 159.3) 

$ 1,807.5 

Stock options exercised 

.7 

.2 

36.6 




36.8 

Common stock repurchases 





5.7 (374.7) 


(374.7) 

Net earnings 




490.3 



490.3 

Dividends 




(328.5) 



(328.5) 

Currency translation adjustments 






(34.6) 

(34.6) 

Other 





- (5.9) 


(5.9) 

Balance, December 31,1995 

311.1 

77.8 

105.2 

3,963.0 

94.4 (2,361.2) 

(193.9) 

1,590.9 

Stock options exercised 

.4 

.1 

18.7 




18.8 

Common stock repurchases 





7.4 (535.7) 


(535.7) 

Net earnings 




531.0 



531.0 

Dividends 




(343.7) 



(343.7) 

Currency translation adjustments 






27.6 

27.6 

Other 





1 (6.5) 


(6.5) 

Balance, December 31,1996 

311.5 

77.9 

123.9 

4,150.3 

101.9 (2,903.4) 

(166.3) 

1,282.4 

Stock options exercised (pre-split) 

.6 

.1 

31.9 


CD 2.1 


34.1 

Common stock repurchases (pre-split) 





3.9 (290.9) 


(290.9) 

Other (pre-split) 





.1 (6.0) 


(6-0) 

Retirement of treasury stock 

(105.3) 

(26.3) 

(55.8) 

(3,095.8) 

(105.3) 3.177.9 


— 

Two-for-one stock split 

206.8 

51.7 

(51.7) 


.5 — 


— 

Stock options exercised (post-split) 

1.2 

.3 

44.3 


(1) 2.1 


46.7 

Common stock repurchases (post-split) 





3.1 (135.1) 


(135.1) 

Net earnings 




546.0 



546.0 

Dividends 




(360.1) 

T _ 


(360.1) 

Currency translation adjustments 






(115.6) 

(115.6) 

Other (post-split) 





•1 (4.0) 


(4-0) 

Balance, December 31,1997 

414.8 

$103.7 

$ 92.6 

$1,240.4 

4.1 ($ 157.3) 

($281.9) 

$ 997.5 


Refer lo Notes lo Consolidated Financial Statements. 
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Kellogg Company and Subsidiaries 

CONSOLIDATED BALANCE SHEET 


At December 31, 


(millions, except share data) 

1997 

1996 

Current assets 



Cash and cash equivalents 

$ 173.2 

$ 243.8 

Accounts receivable, less allowances of $7.5 and $6.6 

587.5 

592.3 

Inventories 

434.3 

424.9 

Other current assets 

272.7 

267.6 

Total current assets 

1,467.7 

1,528.6 

Property, net 

2,773.3 

2,932.9 

Other assets 

636.6 

588.5 

Total assets 

$4,877.6 

$5,050.0 

Current liabilities 



Current maturities of long-term debt 

$ 211.2 

$ 501.2 

Notes payable 

368.6 

652.6 

Accounts payable 

328.0 

335.2 

Other current liabilities 

749.5 

710.0 

Total current liabilities 

1,657.3 

2,199.0 

Long-term debt 

1,415.4 

726.7 

Other liabilities 

807.4 

841.9 

Shareholders’ equity 



Common stock, $.25 par value, 500,000,000 shares authorized 

Issued: 414,823,142 shares in 1997 and 311,524,437 in 1996 

103.7 

77.9 

Capital in excess of par value 

92.6 

123.9 

Retained earnings 

1,240.4 

4,150.3 

Treasury stock, at cost: 

4,143,124 shares in 1997 and 101,876,325 in 1996 

(157.3) 

(2,903.4) 

Currency translation adjustment 

(281.9) 

(166.3) 

Total shareholders’ equity 

997.5 

1,282.4 

Total liabilities and shareholders’ equity 

$4,877.6 

$5,050.0 


Refer to Notes to Consolidated Financial Statements. 















Kellogg Company and Subsidiaries 

CONSOLIDATED STATEMENT OF CASH FLOWS 


Year ended December 31, 


(millions) 

1997 

1996 

1995 

Operating activities 




Net earnings 

$ 546.0 

$531.0 

$ 490.3 

Items in net earnings not requiring (providing) cash: 




Depreciation and amortization 

287.3 

251.5 

258.8 

Deferred income taxes 

38.5 

58.0 

(78.7) 

Non-recurring charges, net of cash paid 

133.8 

90.6 

385.3 

Other 

9.5 

14.5 

9.1 

Pension and other postretirement benefit contributions 

(114.5) 

(156.8) 

(74.5) 

Changes in operating assets and liabilities 

(20.8) 

(77.3) 

50.7 

Net cash provided by operating activities 

879.8 

711.5 

1,041.0 

Investing activities 




Additions to properties 

(312.4) 

(307.3) 

(315.7) 

Acquisitions of businesses 

(25.4) 

(505.2) 

— 

Property disposals 

5.9 

11.6 

6.3 

Other 

2.6 

14.1 

.5 

Net cash used in investing activities 

(329.3) 

(786.8) 

(308.9) 

Financing activities 




Net issuances (reductions) of notes payable, 




with maturities less than or equal to 90 days 

(374.7) 

906.6 

(86.8) 

Issuances of notes payable, with maturities greater than 90 days 

4.8 

137.0 

— 

Reductions of notes payable, with maturities greater than 90 days 

(14.1) 

(79.0) 

— 

Issuances of long-term debt 

1,000.0 

— 

— 

Reductions of long-term debt 

(507.9) 

(3.4) 

(4) 

Net issuances of common stock 

70.7 

12.2 

31.2 

Common stock repurchases 

(426.0) 

(535.7) 

(374.7) 

Cash dividends 

(360.1) 

(343.7) 

(328.5) 

Net cash provided by (used in) financing activities 

(607.3) 

94.0 

(759.2) 

Effect of exchange rate changes on cash 

(13.8) 

3.2 

(17.3) 

Increase (decrease) in cash and cash equivalents 

(70.6) 

21.9 

(44.4) 

Cash and cash equivalents at beginning of year 

243.8 

221.9 

266.3 

Cash and cash equivalents at end of year 

$ 173.2 

$ 243.8 

$ 221.9 


Refer to Notes to Consolidated Financial Statements. 
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Notes to Consolidated Financial Statements 

Kellogg Company and Subsidiaries 


Note 1 Accounting policies 

Consolidation 

The consolidated financial statements include the accounts of Kellogg Company 
and its majority-owned subsidiaries. Intercompany balances and transactions 
are eliminated. 

Certain amounts in the prior year financial statements have been reclassified to 
conform to the current year presentation. 

Cash and cash equivalents 

Highly liquid temporary investments with original maturities of less than 
three months are considered to be cash equivalents. The carrying amount 
approximates fair value. 

Inventories 

Inventories are valued at the lower of cost (principally average) or market. 

Property 

Fixed assets are recorded at cost and depreciated over estimated useful lives 
using straight-line methods for financial reporting and accelerated methods lor 
tax reporting. Cost includes an amount of interest associated with significant cap¬ 
ital projects. 

Advertising 

The costs of advertising are generally expensed as incurred. 

Stock compensation 

The Company follows Accounting Principles Board Opinion (APB) #25. "Accounting 
for Stock Issued to Employees,” in accounting for its employee stock options and 
other stock-based compensation. Under APB #25. because the exercise price of 
the Company's employee stock options equals the market price of the underlying 
stock on the date of the grant, no compensation expense is recognized. As per¬ 
mitted. the Company has elected to adopt the disclosure provisions only of Statement 
of Financial Accounting Standards (SFAS) #123. “Accounting for Stock-Based 
Compensation.” (Refer to Note 7 for further information.) 

Net earnings per share 

Basic net earnings per share is determined by dividing net earnings by the 
weighted average number of common shares outstanding during the period. 
Weighted average shares outstanding, in millions, were 414.1.424.9. and 438.3 
for the years 1997.1996. and 1995. respectively. Diluted net earnings per share 
is similarly determined except that the denominator is increased to include the 
number ol additional common shares that would have been outstanding if all 
dilutive potential common shares had been issued. Dilutive potential common 
shares are principally comprised of employee stock options issued by the 
Company and had an insignificant impact on the computation of diluted net 
earnings per share during the periods presented. 

Change in accounting principle 

On November 20.1997, the Emerging Issues Task Force (EITF) of the Financial 
Accounting Standards Board reached a consensus in EITF 97-13 that the costs 
of business process reengineering activities are to be expensed as incurred. 
This consensus also applies to business process reengineering activities that are 
part of an information technology project. Beginning in 1996, the Company has 
undertaken an Enterprise Business Applications (EBA) initiative that combines 
design and installation of business processes and software packages to achieve 
global best practices. Under the EBA initiative, the Company had capitalized 
certain external costs associated with business process reengineering activities 
as part of the software asset. EITF Issue 97-13 prescribes that previously capital¬ 
ized business process reengineering costs should be expensed and reported 
as a cumulative effect of a change in accounting principle. Accordingly, lor the 
fourth quarter of 1997, the Company reported a charge of $18.0 million (net of tax 
benefit ot $7.7 million) or $.04 per share for write-off of business process reengi¬ 
neering costs. Such costs were expensed as incurred during the fourth quarter of 
1997, and were insignificant. 

Common stock split 

On August 1,1997, the Company’s Board of Directors approved a 2-for-1 stock 
split to shareholders ol record at the close of business August 8,1997, effective 
August 22,1997. and also authorized retirement of 105.3 million common shares 


(pre-split) held in treasury. All per share and shares outstanding data in the 
Consolidated Statement of Earnings and Notes to Consolidated Financial Statements 
have been retroactively restated to reflect the stock split. 

Use of estimates 

The preparation of financial statements in conformity with generally accepted 
accounting principles requires management to make estimates and assumptions 
that affect the reported amounts of assets and liabilities and disclosure of 
contingent assets and liabilities at the date of the financial statements and the 
reported amounts of revenues and expenses during the reporting period. Actual 
results could differ from those estimates. 

Note 2 Acquisition 

On December 16,1996, the Company purchased certain assets and liabilities of the 
Lender's Bagels business from Kraft Foods, Inc. for $466 million in cash, including 
related acquisition costs. The acquisition was accounted for as a purchase. The assets 
and liabilities of the acquired business are included in the consolidated balance 
sheet as of December 31,1996. The results of Lender's operations from the date 
otthe acquisition to December 31.1996. were not significant. The acquisition was 
initially financed through commercial paper borrowings that were replaced with 
long-term debt in January 1997. 


The components of intangible assets included in the allocation of purchase price, 
along with the related straight-line amortization periods, were: 



Amount 

(millions) 

Amortization 
period (yrs.) 

Trademarks and tradenames 

$150.0 

40 

Non-compete covenants 

20.0 

5 

Goodwill 

179.0 

40 

Total 

$349.0 


The unaudited pro forma combined historical results, as if the Lender's Bagels 

business had been acquired at the beginning ol fiscal 1996 and 1995, 
respectively, are estimated to be: 

(millions, except per share data) 

1996 

1995 

Net sales 

$ 6 , 873.1 

$7,219.4 

Net earnings 

$ 524.3 

$ 489.3 

Net earnings per share 

$ 1.23 

$ 1.12 


The pro forma results include amortization of the intangibles presented above and 
interest expense on debt presumed issued to finance the purchase. The pro forma 
results are not necessarily indicative of what actually would have occurred if the 
acquisition had been completed as of the beginning of each of the fiscal periods 
presented, nor are they necessarily indicative of future consolidated results. 

Note 3 Non-recurring charges 

Operating profit tor 1997 includes non-recurring charges of $184.1 million 
($140.5 million after tax or $.34 per share), comprised of $161.1 million for 
streamlining initiatives and $23.0 million for asset impairment losses. 

Operating profit for 1996 includes non-recurring charges of $136.1 million 
($97.8 million after tax or $.23 per share), comprised of $121.1 million for 
streamlining initiatives and $15.0 million for potential settlement of certain litigation. 
Operating profit for 1995 includes non-recurring charges ol $421.8 million 
($271.3 million after tax or $.62 per share), comprised of $348.0 million for 
streamlining initiatives and $73.8 million for asset impairment losses. 
Streamlining initiatives 

From 1995 to the present, management has commenced major productivity and 
operational streamlining initiatives in an effort to optimize the Company's cost 
structure and move toward a global business model. The incremental costs of these 
programs have been reported throughout 1995-1997 as non-recurring charges. 

The 1997 charges for streamlining initiatives relate principally to management's 
plan to optimize the Company's pan-European operations, as well as ongoing 
productivity programs in the United States and Australia. A major component ot 
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the pan-European initiatives was the late-1997 closing ot plants and 
separation of employees in Riga, Latvia; Svendborg. Denmark; and Verola. Italy. 
Approximately 50% of the total 1997 streamlining charges consist of manufac¬ 
turing asset write-downs, with the balance comprised of current and anticipated 
cash outlays for employee separation benefits, equipment removal, production 
redeployment, associated management consulting, and similar costs Principally 
related to the pan-European initiatives, streamlining programs commenced in 
1997 will result in employee headcount reductions of approximately 600. Total cash 
outlays during 1997 for streamlining initiatives were approximately $85 million 

The 1996 and 1995 charges for streamlining initiatives result from management’s 
actions to consolidate and reorganize operations in the United States. Europe, 
and other international locations. Cash outlays for streamlining initiatives were 
approximately $120 million in 1996 and $40 million in 1995. The streamlining 
programs commenced since 1995. including the aforementioned pan-European 
initiatives, are expected to result in the elimination of approximately 3.000 employee 
positions by the end of 1998. with approximately 90% of this headcount 
reduction already achieved. 


The components of the streamlining charges, as well as reserve balances 
remaining at December 31.1997,1996. and 1995, were: 


(millions) 

Employee 
retirement & 
severance 
benefits (a) 

Asset 

write-offs 

Asset 

removal 

Other 

costs 

Total 

1995 streamlining charges 

$183.6 

$106.5 

$39.5 

$184 

$348.0 

Amounts utilized during 1995 

(126.1) 

(106.5) 

(3.0) 

(184) 

(254.0) 

Remaining reserve at 

December 31,1995 

57.5 

_ 

36.5 

_ 

94.0 

1996 streamlining charges (b) 

31.4 

37.5 

13.5 

38.7 

121.1 

Amounts utilized during 1996 

(65.0) 

(37.5) 

(196) 

(38.7) 

(160.8) 

Remaining reserve at 

December 31,1996 

23.9 

_ 

30.4 

_ 

54.3 

1997 streamlining charges 

22.4 

78.1 

19.3 

41.3 

161.1 

Amounts utilized during 1997 

(22.7) 

(78.1) 

(21.4) 

(41.3) 

(163.5) 

Remaining reserve at 

December 31,1997 

$ 23.6 

$- 

$28.3 

$- 

$ 51.9 


(a) Includes approximately $100 and $5 of pension and postretirement health care 
curtailment losses and special termination benefits recognized in 1995 and 1996, 
respectively. (Refer to Notes 8 and 9) 

(b) Includes $23 of reversals of prior-year reserves due to lower than expected employee 
severance payments and asset removal costs, and other favorable factors 

Other 

In addition to the non-recurring charges reported for streamlining initiatives, the 
Company incurred charges for the following unusual items: 

• During 1997. asset impairment losses of $23.0 million, which resulted from 
evaluation of the Company’s ability to recover components of its investments, 
based on management’s ongoing strategic assessment of local conditions, in 
the emerging markets of Asia-Pacific. 

• During 1996, a provision of $15.0 million for the potential settlement of 
certain litigation. 

• During 1995. asset impairment losses of $73.8 million which resulted from 
the evaluation of the Company’s ability to recover asset costs given changes 
in local market conditions, sourcing of products, and other strategic factors 
in its North American and Asia-Pacific operations. 

Note 4 Other income and expense 

Other income and expense includes non-operating items such as interest 
income, foreign exchange gains and losses, and charitable donations. 

Other expense for 1996 includes a charge of $35.0 million ($22.3 million aftertax 
or $.05 per share) for a contribution to the Kellogg’s Corporate Citizenship Fund, 
a private trust established for charitable donations. This contribution is expected 
to satisfy the charitable-giving plans of this trust through the year 2000. 

Note 5 Leases 

Operating leases are generally for equipment and warehouse space. Rent expense 
on all operating leases was $38.6 million in 1997. $37.9 million in 1996. and 


$32.0 million in 1995. At December 31, 1997. future minimum annual rental 
commitments under non-cancelable operating leases totaled $68 million 
consisting of (in millions): 1998-SI 7:1999-$12; 2Q00-$9:2001-S8 2002-S7 
2003 and beyond-$15. 

Note 6 Debt 

Notes payable consist principally of commercial paper borrowings in the United 
States at the highest credit rating available and. to a lesser extent, bank loans of 
foreign subsidiaries at competitive market rates. U.S. borrowings at December 31 
1997 (including $400 million classified in long-term debt, as discussed in (f) 
below), were $744.2 million with an effective interest rate of 5.7%. U.S. borrow¬ 
ings at December 31.1996 (including $500 million classified in long-term debt, 
as discussed in (f) below), were $1.12 billion with an effective interest rate of 5.4%. 
Associated with these borrowings, during September 1997. the Company pur¬ 
chased a $225 million notional, four-year fixed interest rate cap. Under the terms 
of the cap. if the Federal Reserve AA composite rate on 30-day commercial paper 
increases to 6.33%. the Company will pay this fixed rate on $225 million of its 
commercial paper borrowings. If the rate increases to 7.83% or above, the cap 
will expire. As of year-end 1997, the rate was 5.65%. At December 31.1997 the 
Company had $775 1 million of short-term lines of credit, of which $749.4 
million were unused and available for borrowing on an unsecured basis. 


Long-term debt at year-end consisted of: 


(millions) 

1997 

1996 

(a) Seven-Year Notes due 2004 

$ 500.0 

$ - 

(b) Four-Year Notes due 2001 

500.0 

— 

(c) Five-Year Notes due 1998 

200.0 

200.0 

(d) Three-Year Notes due 1997 

— 

200.0 

(e) Five-Year Notes due 1997 

—- 

299.9 

(f) Commercial paper 

400.0 

500.0 

Other 

26.6 

28.0 


1 , 626.6 

1,227.9 

Less current maturities 

( 211 . 2 ) 

(501.2) 

Balance, December 31 

$ 1 , 415.4 

$ 726.7 


(a) In January 1997. the Company issued $500 of seven-year 6 625% fixed rate Euro Dollar 
Notes. In conjunction with this issuance, the Company settled $500 notional amount of 
interest rate forward swap agreements, which effectively fixed the interest rate on the debt 
at 6.354%. Associated with this debt, during September 1997. the Company entered into 
a $225 notional. 4 Vt-year fixed-to-floating interest rate swap, indexed to the three-month 
London Interbank Offered Rate (LIBOR). Under the terms of the swap, if three-month 
LIBOR decreases to 4.71 % or below, the swap will expire At year-end 1997, three-month 
LIBOR was 5.81%. 

(b) ln August 1997. the Company issued $500 of four-year 6.125% Euro Dollar Notes In 
conjunction with this issuance, the Company settled $400 notional amount of interest 
rate forward swap agreements which effectively fixed the interest rate on the debt at 6.4% 
Associated with this debt, during September 1997, the Company entered into a $200 
notional, four-year fixed-to-floating interest rate swap, indexed to three-month LIBOR. 

(c) In October 1993. the Company issued $200 of five-year 6.25% Euro Canadian 
Dollar Notes which were swapped into 4.629% fixed rate U.S. Dollar obligations for the 
duration of the five-year term. 

(d) In September 1994. the Company issued $200 of three-year debt consisting of both 
8.125% Euro Canadian Dollar Secured Notes and 5.25% Swiss Franc Secured Notes, 
These Notes were swapped into U.S. Dollar obligations, with a variable rate indexed to 
the Federal Reserve AA composite rate on 30-day commercial paper, for the duration of 
the three-year term. 

(e) In July 1992, the Company issued $300 of five-year 5.9% U.S. Dollar obligations 

(f) At December 31.1997, $400 of the Company's commercial paper was classified as long¬ 
term, based on the Company’s intent and ability to refinance as evidenced by an issuance 
of $400 of three-year 5.75% fixed rate U.S. Dollar Notes on February 4.1998 These 
Notes were issued under an existing “shelf registration” with the Securities and Exchange 
Commission, and provide an option to holders to extend the obligation for an additional 
four years at a predetermined interest rate of 5.63% plus the Company's then-current credit 
spread. Concurrent with this issuance, the Company entered into a $400 notional, three- 
year fixed-to-floating interest rate swap, indexed to the Federal Reserve AA composite 
rate on 30-day commercial paper. 

At December 31,1996. $500 of the Company's commercial paper was classified as 
long-term, based on the Company’s intent and ability to refinance as evidenced by the 
issuance described in (a) above. 
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The $200 million of five-year notes will mature during the fourth quarter of 1998 
and are classified in current maturities as of December 31,1997. Management 
currently intends to replace these borrowings with new long-term debt issuances 
as of the maturity date and. as of year-end 1997. had entered into $25 million 
notional amount of interest rate forward swap agreements to pay fixed and receive 
variable interest, effectively fixing the U.S. Treasury rate on which an equivalent 
amount ol future issuances would be priced. 

Scheduled principal repayments on long-term debt are (in millions): 1998-S211: 
1999-S2:2000-SI: 2001 -$901:2002-S5:2003 and beyond-$507. 

Interest paid was $85 million for 1997 and approximated interest expense for 1996 
and 1995. Interest expense capitalized as part of the construction cost of fixed 
assets was (in millions): 1997- $9.6:1996-S3.8:1995-S7.2. 

Note 7 Stock options 

The Key Employee Long-Term Incentive Plan provides for benefits to be awarded 
to executive-level employees in the form of stock options, performance shares, 
performance units, incentive stock options, restricted stock grants, and other stock- 
based awards. Options granted under this plan generally vest over two years 
and. prior to September 1997, vested at the date of grant. The Bonus Replacement 
Stock Option Plan allows certain key executives to receive stock options that 
generally vest immediately in lieu of part or all of their respective bonus. Options 
granted under this plan are issued from the Key Employee Long-Term Incentive 
Plan. The Kellogg Employee Stock Ownership Plan is designed to offer stock and 
other incentive awards based on Company performance to employees who are 
not eligible to participate in the Key Employee Long-Term Incentive Plan or the 
Bonus Replacement Stock Option Plan. Options awarded under the Kellogg 
Employee Slock Ownership Plan are subject to graded vesting over a five-year 
period. Under these plans (the “stock option plans”), options are granted with 
exercise prices equal to the fair market value of the Company's common stock 
at the time ol grant, exercisable for a 10-year period following the date of grant, 
subject to vesting rules. 

The Key Employee Long-Term Incentive Plan contains an accelerated ownership 
feature ("AOF’). An AOF option is granted when Company stock is surrendered 
to pay the exercise price of a stock option. The holder of the option is granted 
an AOF option for the number of shares surrendered. For all AOF options, the 
original expiration date is not changed, but the options vest immediately. 

As permitted by SFAS #123 “Accounting for Stock-Based Compensation," the 
Company has elected to account for the stock option plans under APB #25 
“Accounting for Stock Issued to Employees." Accordingly, no compensation cost 
has been recognized for these plans. 

For purposes of pro forma disclosures, the estimated fair value of the options is 
amortized to expense over the options’ vesting period. Had compensation cost for 
the stock option plans been determined based on the fair value at the grant date 
consistent with SFAS #123. the Company's net earnings and earnings per share for 
employee stock options granted after December 31,1994. are estimated as follows: 


(millions, except per share data) 

1997 

1996 

1995 

Net earnings 

As reported 

$ 546.0 

$531.0 

$490.3 

Pro torma 

$ 520.8 

$514.1 

$476.4 

Net earnings per share (basic and diluted) 

As reported 

$ 1.32 

$ 1.25 

$ 1.12 

Proforma 

$ 1.26 

$1.21 

$ 1.09 


The fair value of each option grant was estimated at the date of grant using a Black- 
Scholes option pricing model with the following weighted average assumptions: 



1997 

1996 

1995 

Risk-free interest rate 

6 . 31 % 

6.16% 

6.89% 

Dividend yield 

1 . 97 % 

2.30% 

2.30% 

Volatility 

19 . 83 % 

19.16% 

21.45% 

Average expected term (years) 

3.52 

3.34 

3.02 

Fair value of options granted 

$ 7.48 

$6.32 

$5.47 


Under the Key Employee Long-Term Incentive Plan, options tor 13.2 million and 15.5 
million shares were available for grant at December 31.1997 and 1996. respec¬ 
tively Under the Kellogg Employee Stock Ownership Plan, options for 6.9 million 
and 8.3 million shares were available for grant at December 31.1997 and 1996. 
respectively. Transactions under these plans were: 


(millions, except per share data) 

1997 

1996 

1995 

Under option, January 1 

11.2 

8.4 

7.6 

Granted 

6.0 

5.2 

4.8 

Exercised 

( 4 . 5 ) 

(2.1) 

(3.8) 

Cancelled 

(• 3 ) 

(3) 

(.2) 

Under option, December 31 

12.4 

11.2 

8.4 

Exercisable, December 31 

8.1 

7.6 

6.1 

Shares available. December 31, 
for options that may be granted 

20.1 

23.8 

27.4 

Under option, January 1 

$33 

Average prices per share 

$30 

$28 

Granted 

36 

38 

31 

Exercised 

33 

30 

28 

Cancelled 

34 

30 

27 

Under option, December 31 

$35 

$33 

$30 

Exercisable, December 31 

$36 

$35 

$31 


Employee stock options outstanding and exercisable under these plans as of 
December 31,1997, were: 


(millions, except 

Outstanding 


Exercisable 

per share data) 

Range of 

exercise Number 

prices of options 

Weighted 

average 

exercise 

price 

Weighted 
average 
remaining 
contractual 
life (yrs.) 

Number 
of options 

Weighted 

average 

exercise 

price 

$15-34 

6.4 

$31 

8.0 

3.4 

$31 

35-39 

4.7 

38 

8.3 

3.4 

38 

40-44 

.7 

44 

9.8 

.7 

44 

45-50 

.6 

48 

9.7 

.6 

48 


12.4 



8.1 



Note 8 Pension benefits 

The Company has a number of U.S. and foreign pension plans to provide retire¬ 
ment benefits for its employees. Benefits for salaried employees are generally 
based on salary and years of service, while union employee benefits are gener¬ 
ally a negotiated amount for each year of service. Plan funding strategies are influ¬ 
enced by tax regulations. Plan assets consist primarily of equity securities with 
smaller holdings of bonds, real estate, and other investments. Investment in 
Company common stock represented 4.2% and 6.8% of consolidated plan assets 
at December 31.1997, and 1996, respectively. 


The components of pension expense were: 


(millions) 

1997 

1996 

1995 

Service cost 

$ 29.9 

$ 27.6 

$ 27.4 

Interest cost 

79.6 

72.8 

66.0 

Actual return on plan assets 

( 210 . 4 ) 

(102.8) 

(163.3) 

Net amortization and deferral 

118.0 

19.7 

100.3 

Curtailment loss and special 
termination benefits expense 

_ 

4.0 

77.7 

Pension expense - Company plans 

17.1 

21.3 

108.1 

Pension expense - multiemployer plans 

1.9 

2.0 

1.8 

Total pension expense 

$ 19.0 

$ 23.3 

$109.9 
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The worldwide weighted average actuarial assumptions were: 



1997 

1996 

1995 

Discount rate 

7 . 6 % 

7.9% 

7.5% 

Long-term rate of compensation increase 

4 . 9 % 

5.2% 

5.1% 

Long-term rate of return on plan assets 

10 . 5 % 

10.5% 

9.6% 


Reconciliation of funded status of the plans at year-end was: 



Underfunded 

Overfunded 

(millions) 

1997 

1996 

1997 1996 

Accumulated benefit obligation: 




Nonvested 

$ 6.6 

$ 6.0 

$ 60.0 $ 46.9 

Vested 

62.5 

41.5 

926.3 845.2 

Total 

69.1 

47.5 

986.3 892.1 

Projected salary increases 

18.0 

17.4 

60.0 79.3 

Projected benefit obligation 

87.1 

649 

1 , 046.3 971.4 

Plan assets at fair value 

15.4 

— 

1 , 193.6 1,048.7 

Assets (less) greater than 




projected benefit obligation 

( 71 . 7 ) 

(64.9) 

147.3 77.3 

Unrecognized net (gain) loss 

14.4 

15.0 

( 7 . 0 ) 28.8 

Unrecognized transition amount 

2.6 

(2.8) 

1.8 .6 

Unrecognized prior service cost 

3.9 

3.4 

43.3 49.3 

Minimum liability adjustment 

( 10 . 7 ) 

(5.7) 

— 

Prepaid (accrued) pension 

($ 61 . 5 ) 

($55.0) 

$ 185.4 $ 1560 

Curtailmenf losses and special termination benefits expense recognized in 1996 
and 1995 relate to operational workforce reduction initiatives undertaken during 
these years and are recorded as a component of non-recurring charges. (Refer to 

Note 3 for further information.) 




The amount of intangible assets related to underfunded pension plans was $10.7 
million and $5.7 million at year-end 1997 and 1996. respectively. All gains and 
losses, other than curtailment losses, are recognized over the average remaining 

service period of active employees. 




Certain of the Company’s subsidiaries sponsor 401 (k) or similar savings plans 
for active employees. Expense related to these plans was (in millions) 1997-$16; 

1996-$17:1995-$18. 




Note 9 Nonpension postretirement benefits 

Certain of the Company's North American subsidiaries provide health care and 
other benefits to substantially all retired employees, their covered dependents 
and beneficiaries. Generally, employees are eligible for these benefits when one 
of the following service/age requirements is met: 30 years and any age: 20 years 

and age 55:5 years and age 62. 




Components of postretirement benefit expense were: 


(millions) 

1997 


1996 1995 

Service cost 

$ 9.6 


$11.2 $11.8 

Interest cost 

37.2 


40.2 41.5 

Actual return on plan assets 

( 23 . 0 ) 


— — 

Net amortization and deferral 

2.9 


.3 (.6) 

Curtailment loss 

— 


1.0 26.3 

Postretirement benefit expense 

$ 26.7 


$52.7 $79.0 

Discount rate used for 
accumulated benefit obligation 

7 . 25 % 


7.75% 7.25% 


The assumed health care cost trend rate was 7.0% for 1997. decreasing gradually 
to 4.5% by the year 2003 and remaining at that level thereafter. These trend rates 
reflect the Company's prior experience and management's expectation that future 
rates will decline. Increasing the assumed health care cost trend rates by 
1 percentage point in each year would increase the accumulated postretirement 
benefit obligation as of December 31.1997. by $63.5 million and postretirement 
benefit expense for 1997 by $6.8 million. All gains and losses, other than curtailment 
losses are recognized over the average remaining service period of active plan partici¬ 


pants. Curtailment losses recognized in 1996 and 1995 relate to operational 
workforce reduction initiatives undertaken during these years and were recorded as 
a component of non-recurring charges (Refer to Note 3 for further information.) 
Since December 1996. the Company has contributed to a voluntary employee 
benefit association (VEBA) trust for funding of its nonpension postretirement 
benefit obligations Plan assets consist primarily of equity securities with smaller 
holdings of bonds. 


The accrued postretirement benefit cost included in the balance sheet at 
year-end was: 


(millions) 

1997 

1996 

Accumulated benefit obligation: 



Retirees 

$ 347.4 

$305.9 

Active plan participants 

175.9 

1882 


523.3 

494.1 

Plan assets at fair value 

( 150 . 7 ) 

(81.0) 

Accumulated benefit obligation greater than assets 

372.6 

413.1 

Unrecognized experience gain 

86.5 

95.1 

Unrecognized prior service adjustments 

8.1 

8.6 

Accrued postretirement benefit cost 

$ 467.2 

$516.8 


Note 10 Income taxes 

Earnings before income taxes and cumulative effect of accounting change and 
the provision for U S. federal, state, and foreign taxes on these earnings, were: 


(millions) 

1997 

1996 

1995 

Earnings before income taxes and 
cumulative effect of accounting change: 




United States 

$ 576.4 

$516.7 

$430.9 

Foreign 

328.1 

3432 

365.1 


$ 904.5 

$859.9 

$796.0 

Income taxes: 




Currently payable: 




Federal 

$ 129.4 

$130.6 

$205.2 

State 

29.6 

21.9 

34.7 

Foreign 

143.0 

118.4 

144.5 


302.0 

270.9 

384.4 

Deferred: 




Federal 

50.2 

45.7 

(81.0) 

State 

4.0 

11.4 

(107) 

Foreign 

( 15 . 7 ) 

.9 

13.0 


38.5 

58.0 

(78.7) 

Total income taxes 

$ 340.5 

$328.9 

$305.7 


The difference between the U.S. federal statutory tax rate and the Company's effec¬ 
tive rate was: 



1997 

1996 

1995 

U.S. statutory rate 

35 . 0 % 

35.0% 

35.0% 

Foreign rates varying from 35% 

.1 

.7 

.2 

State income taxes, 
net of federal benefit 

2.4 

2.5 

2.0 

Net change in valuation allowance 

1.6 

d) 

1.9 

Statutory rate changes, 
deferred tax impact 

(. 5 ) 

— 

.4 

Other 

( 10 ) 

.1 

(1.1) 

Effective income tax rate 

37 . 6 % 

38.2% 

38.4% 


The 1997 increase in valuation allowance on deferred tax assets and corre¬ 
sponding impact on the effective income tax rate, as presented above, primarily 
result from management's assessment of the Company's ability to utilize certain 
operating loss and tax credit carryforwards. Total tax benefits of carryforwards at 
year-end 1997 were $30.4 million and principally expire after the year 2002. 
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The 1995 increase in valuation allowance on deterred tax assets and corresponding 
impact on the effective income tax rate, as presented above, primarily relate to 
asset impairment losses recorded as non-recurring charges (refer to Note 3) 
for which no lax benefit was provided, based on management's assessment of the 
likelihood of recovering such benefit in future years. 


The deferred tax assets and liabilities included in the balance sheet at 
year-end were: 


(millions) 

Deferred tax assets 
1997 1996 

Deferred tax liabilities 
1997 1996 

Current 





Promotion and advertising 

$ 65.0 

$ 78.4 

$ 10.5 

$ 6.7 

Wages and payroll taxes 

13.8 

13.8 

— 

— 

Health and postretirement benefits 

15.7 

17.2 

2.4 

6.3 

State taxes 

8.1 

8.6 

— 

— 

Operating loss and credit carryforwards 

2.1 

.1 

— 

— 

Other 

24.2 

23.4 

12.3 

23.3 


128.9 

141.5 

25.2 

36.3 

Less valuation allowance 

( 4 . 1 ) 

(2.5) 

— 

— 


124.8 

139.0 

25.2 

36.3 

Noncurrent 





Depreciation and asset disposals 

18.8 

25.6 

326.0 

337.0 

Health and postretirement benefits 

163.5 

179.6 

56.2 

43.0 

Capitalized interest 

3.5 

3.3 

32.3 

31.5 

State taxes 

— 

.9 

2.6 

— 

Operating loss and credit carryforwards 

28.3 

1.4 

— 

— 

Other 

26.6 

26.3 

5.8 

.7 


240.7 

237.1 

422.9 

412.2 

Less valuation allowance 

( 41 . 8 ) 

(29.1) 

— 

— 


198.9 

208.0 

422.9 

412.2 

Total deferred taxes 

$ 323.7 

$347.0 

$ 448.1 

$448.5 


At December 31,1997. foreign subsidiary earnings of $1.3 billion were consid¬ 
ered permanently invested in those businesses. Accordingly, U.S. income taxes 
have not been provided on these earnings. Foreign withholding taxes ot approx¬ 
imately $64 million would be payable upon remittance of these earnings. Subject 
to certain limitations, the withholding taxes would then be available for use as 
credits against the U.S. tax liability. 

Cash paid for income faxes was (in millions): 1997-$332; 1996-S281:1995-3404. 

Note 11 Financial instruments and 
credit risk concentration 

The fair values of the Company's financial instruments are based on carrying value 
in the case of short-term items, quoted market prices for derivatives and invest¬ 
ments. and, in the case of long-term debt, incremental borrowing rates currently 
available on loans with similar terms and maturities. The carrying amounts ot the 
Company's cash, cash equivalents, receivables, notes payable, and long-term debt 
approximate fair value. 

The Company is exposed to certain market risks which exist as a part of its ongo¬ 
ing business operations and uses derivative financial and commodity instruments, 
where appropriate, to manage these risks. In general, instruments used as hedges 
must be effective at reducing the risk associated with the exposure being hedged 
and must be designated as a hedge at the inception of the contract. Deferred gains 
or losses related to any instrument 1) designated but ineffective as a hedge of 
existing assets, liabilities, or firm commitments, or 2) designated as a hedge of 
an anticipated transaction which is no longer I ikely to occur, are recognized imme¬ 
diately in the statement of earnings. 


For all derivative financial and commodity instruments held by the Company, 
changes in fair values of these instruments and the resultant impact on the Company's 
cash flows and/or earnings would generally be offset by changes in values of 
underlying exposures. The impact on the Company's results and financial posi¬ 
tion of holding derivative financial and commodity instruments was insignificant 
during the periods presented. 

Foreign exchange risk 

The Company is exposed to fluctuations in foreign currency cash flows primarily 
related to third party purchases, intercompany product shipments, and inter¬ 
company loans. The Company is also exposed to fluctuations in the value of for¬ 
eign currency investments in subsidiaries and cash flows related to repatriation 
of these investments. Additionally, the Company is exposed to volatility in the 
translation of foreign currency earnings to U.S. Dollars. 

The Company assesses foreign currency risk based on transactional cash flows 
and enters into forward contracts of generally less than twelve months duration 
to reduce fluctuations in net long or short currency positions. Foreign currency 
contracts are marked-to-market with net amounts due to or from counterparties 
recorded in accounts receivable or payable. For contracts hedging firm commit¬ 
ments. mark-to-market gains and losses are deferred and recognized as adjust¬ 
ments to the basis of the transaction. For contracts hedging subsidiary investments, 
mark-to-market gains and losses are recorded in the currency translation adjust¬ 
ment component of shareholders' equity. For all other contracts, mark-to-market 
gains and losses are recognized currently in other income or expense. 

The notional amounts of open forward contracts were $143.2 million and 
$80.0 million at December 31. 1997. and 1996. respectively. Refer to 
Supplemental Financial Information on page 33 for further information 
regarding these contracts. 

Interest rate risk 

The Company is exposed to interest rate volatility with regard to future issuances 
of fixed rate debt and existing issuances of variable rate debt. The Company uses 
interest rate caps, and currency and interest rate swaps, including forward swaps, 
to reduce interest rate volatility and funding costs associated with certain debt 
issues, and to achieve a desired proportion of variable versus fixed rate debt, based 
on current and projected market conditions. 

Interest rate forward swaps are marked-to-market with net amounts due to or from 
counterparties recorded in interest receivable or payable. Mark-to-market gains 
and losses are deferred and recognized over the life of the debt issue as a com¬ 
ponent of interest expense. For other caps and swaps entered into concurrently 
with the debt issue, the interest or currency differential to be paid or received on 
the instrument is recognized in the statement of earnings as incurred, as a com¬ 
ponent of interest expense. If a position were to be terminated prior to maturity, 
the gain or loss realized upon termination would be deferred and amortized to 
interest expense over the remaining term of the underlying debt issue or would be 
recognized immediately if the underlying debt issue was settled prior to maturity. 

The notional amounts of currency and interest rate swaps were $875.0 million 
and $1 .05 billion at December 31.1997, and 1 996. respectively. Refer to Note 6 
and Supplemental Financial Information on page 33 for further information 
regarding these swaps. 

Price risk 

The Company is exposed to price fluctuations primarily as a result of anticipated 
purchases of raw and packaging materials. The Company uses the combination 
of long cash positions with vendors, and exchange-traded futures and option con¬ 
tracts to reduce price fluctuations in a desired percentage of forecasted purchases 
over a duration of generally less than one year. Commodity contracts are marked- 
to-market with net amounts due to or from brokers recorded in accounts receiv¬ 
able or payable. Mark-to-market gains and losses are deferred and recognized as 
adjustments to the basis of the underlying material purchases. 
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Credit risk concentration 

The Company is exposed to credit loss in the event ol nonperformance by 
counterparties on derivative financial and commodity contracts This credit loss 
is limited to the cost of replacing these contracts at current market rates. 
Management believes that the probability ot such loss is remote 

Financial instruments which potentially subject the Company to concentrations 
of credit risk are primarily cash, cash equivalents, and accounts receivable. The 
Company places its investments in highly rated financial institutions and invest¬ 
ment grade short-term debt instruments, and limits Ihe amount ol credit exposure 
to any one entity. Concentrations of credit risk with respect to accounts receivable 
are limited due to the large number of customers, generally short payment terms, 
and their dispersion across geographic areas 


Note 12 Quarterly financial data (unaudited) 


(millions . except 
per share data) 

Net sales 

1997 1996 

Gross profit 

1997 1996 

First 

$1,688.9 

$1,785.9 

$ 860.9 

$ 995.5 

Second 

1,719.7 

1,6514 

908.9 

876 2 

Third 

1,803.8 

1,681.6 

944.4 

865.6 

Fourth 

1,617.7 

1,557.7 

845.8 

8164 


$6,830.1 

$6,676.6 

$3,560.0 

$3,553.7 


Earnings before 
cumulative effect of 
accounting change (a) 

Earnings per share 
before cumulative effect 
of accounting change (a)(b) 


1997 

1996 

1997 

1996 

First 

$160.6 

$206.1 

$.38 

$.48 

Second 

163.6 

78.1 

.39 

.18 

Third 

207.2 

159.5 

.50 

.38 

Fourth 

32.6 

87.3 

.08 

.21 


$564.0 

$531.0 




Net earnings (a) 

Net earnings per share (a)(b) 


1997 

1996 

1997 

1996 

First 

$160.6 

$206.1 

$.38 

$.48 

Second 

163.6 

78.1 

.39 

.18 

Third 

207.2 

159.5 

.50 

.38 

Fourth 

14.6 

87.3 

.04 

.21 


$546.0 

$531.0 




(a) The quarterly results ol 1997 and 1996 include the following non-recurring charges, 
other unusual items, and cumulative eftect of accounting change (Reler to Notes 1.3. 
and 4 for further information.) 



Earnings 

1997 1996 

Earnings per share 

1997 1996 

Non-recurring charges and other unusual items. 

First $ - ($ 6.1) 

$- 

($01) 

Second 

( 8 . 0 ) 

(16.9) 

(. 02 ) 

(04) 

Third 

( 6 . 6 ) 

(213) 

(. 02 ) 

(05) 

Fourth 

( 125 . 9 ) 

(75.8) 

(. 31 ) 

(18) 

Earnings before cumulative 
effect of accounting change 

( 140 . 5 ) 

(120.1) 



Cumulative effect of 
accounting change - Fourth 

( 18 . 0 ) 

_ 

(. 04 ) 

_ 

Net earnings 

($ 158 . 5 ) 

($120.1) 




(b) Earnings per share presented represent both basic and diluted earnings per share. 

The principal market for trading Kellogg shares is the New York Stock Exchange 
(NYSE). The shares are also traded on the Boston. Chicago. Cincinnati Pacific, 
and Philadelphia Stock Exchanges. At year-end 1997. the closing price (on the 
NYSE) was $49 5/8 and there were 25.305 shareholders of record. 


Dividends paid and the quarterly price ranges on the NYSE during the last two 


years were: 



Stock Price 

1997-Quarter 

Dividend 

High 

Low 

Fourth 

$.225 

$50.38 

$40.00 

Third 

.225 

50.38 

42.00 

Second 

.210 

43.44 

32.00 

First 

.210 

36.38 

32.06 


$.870 


1996-Quarter 


Fourth 

$.210 

$34.56 

$31.00 

Third 

.210 

38.69 

32.81 

Second 

.195 

37.88 

33.69 

First 

.195 

40.31 

3635 

$.810 


Note 13 Operating segments 

The Company operates in a single industry - manufacturing and marketing grain- 
based convenience food products including ready-to-eat cereal, toaster pastries, frozen 
waffles, cereal bars, and bagels throughout the world. The following table describes 
operations by geographic area. Geographic operating prolit includes allocated 
corporate overhead expenses. Corporate assets are comprised principally of cash and 
cash equivalents held for general corporate purposes. 




% 


% 


% 

(millions) 

1997 

change 

1996 

change 

1995 change 

Net sales 

United States 

$3,961.8 

+5 

$3,779.5 

-7 

$4,080.3 

+6 

% of total 

58% 


57% 


58% 


Europe 

1,702.0 

-3 

1,749.6 

-4 

1.829.1 

+9 

% of total 

25% 


26% 


26% 


Other areas 

1,166.3 

+2 

1,147.5 

+5 

1,094.3 

+5 

% of total 

17% 


17% 


16% 


Consolidated 

$6,830.1 

+2 

$6,676.6 

-5 

$7,003.7 

+7 

Operating profit (a) 

United States 

$ 706.8 

+16 

$ 611.2 

+38 

$ 443.1 

-37 

% of total 

70% 


64% 


53% 


Europe 

158.9 

-22 

204.4 

-30 

293.6 

+2 

% of total 

16% 


21% 


35% 


Other areas 

143.4 

— 

143.3 

+42 

100.8 

-39 

% of total 

14% 


15% 


12% 


Consolidated 

$1,009.1 

+5 

$ 958.9 

+14 

$ 837.5 

-28 

Identifiable assets 

United States 

$2,819.9 

+1 

$2,785.9 

+27 

$2,194.8 

-1 

% of total 

58% 


55% 


50% 


Europe 

1,160.2 

-8 

1358.2 

-1 

1.269.4 

-1 

% of total 

24% 


25% 


29% 


Other areas 

882.3 

-9 

973.3 

+5 

929.7 

-1 

% of total 

18% 


19% 


21% 


Corporate assets 

15.2 

-53 

32.6 

+57 

20.7 

+9 

% of total 

— 


1% 


— 


Consolidated 

$4,877.6 

-3 

$5,050.0 

+14 

$4,414.6 

-1 

(a) Operating profit includes the following non-recurring charges, by geographic area. 
(Refer to Note 3 for further information.) 




1997 

1996 

1995 


United States 



($ 35 . 2 ) 

(S 241) 

($325.0) 


Europe 



( 119 . 1 ) 

(76.5) 

(38.4) 


All other 



( 29 . 8 ) 

(355) 

(58.4) 


Consolidated 



($ 184 . 1 ) 

($136.1) 

($421.8) 
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Note 14 Supplemental tinancial statement data 


(millions) 

Consolidated Statement ot Earnings 

1997 

1996 

1995 

Research and development expense 

$106.1 

$ 84.3 

$ 72.2 

Advertising expense 

$780.4 

$778.9 

$891.5 


Consolidated Statement of Cash Flows 

1997 

1996 

1995 

Accounts receivable 

$ 5.1 

$ 10.9 

($ 25.6) 

Inventories 

(8.1) 

(35.4) 

19.6 

Other current assets 

(11.0) 

(-5) 

(33.7) 

Accounts payable 

(8.7) 

(41.0) 

36.3 

Other current liabilities 

1.9 

(11.3) 

54.1 

Changes in operating assets 
and liabilities 

(8 20.8) 

($ 77.3) 

$ 50.7 


Consolidated Balance Sheet 

1997 

1996 

Raw materials and supplies 

$ 135.0 

$ 135.2 

Finished goods and materials in process 

299.3 

289.7 

Inventories 

$ 434.3 

$ 424.9 

Deferred income taxes 

$ 113.4 

$ 117.9 

Prepaid advertising and promotion 

95.2 

83.4 

Other 

64.1 

66.3 

Other current assets 

$ 272.7 

$ 267.6 

Land 

$ 49.0 

$ 52.4 

Buildings 

1,213.8 

1.226.1 

Machinery and equipment 

3,434.7 

3,464.1 

Construction in progress 

283.1 

277.5 

Accumulated depreciation 

(2,207.3) 

(2,087.2) 

Property, net 

$2,773.3 

$2,932.9 

Goodwill 

$ 194.3 

$ 193.7 

Other intangibles 

191.2 

186.6 

Other 

251.1 

208.2 

Other assets 

$ 636.6 

$ 588.5 


REPORT OF INDEPENDENT ACCOUNTANTS 
Price Waterhouse LLP 

To the Shareholders and Board ot Directors of Kellogg Company 

In our opinion, the accompanying consolidated balance sheet and 
the related consolidated statements of earnings, of shareholders’ 
equity and of cash flows present fairly, in all material respects, the 
financial position of Kellogg Company and its subsidiaries at 
December 31,1997 and 1996, and the results of their operations 
and their cash flows for each of the three years in the period ended 
December 31.1997, in conformity with general ly accepted account¬ 
ing principles. These financial statements are the responsibility of 
the Company's management; our responsibility is to express an 
opinion on these financial statements based on our audits. We con¬ 
ducted our audits of these statements in accordance with generally 
accepted auditing standards which require that we plan and per¬ 
form the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit 
includes examining, on a test basis, evidence supporting the amounts 
and disclosures in the financial statements, assessing the account¬ 
ing principles used and significant estimates made by manage¬ 
ment, and evaluating the overall financial statement presentation. 
We believe that our audits provide a reasonable basis for the opin¬ 
ion expressed above. 

As discussed in Note 1 to the financial statements, the Company 
changed its method of accounting for business process reengi¬ 
neering costs effective October 1,1997. 

CJL. 

Battle Creek, Michigan 
January 30,1998 



Accrued income taxes 

$ 

30.5 

$ 

50.5 

Accrued salaries and wages 


99.7 


84.6 

Accrued advertising and promotion 


308.8 


336.8 

Other 


310.5 


238.1 

Other current liabilities 

$ 

749.5 

$ 

710.0 

Nonpension postretirement benefits 

$ 

444.1 

$ 

494.2 

Deferred income taxes 


237.7 


226.3 

Other 


125.6 


121.4 

Other liabilities 

$ 

807.4 

$ 

841.9 
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Supplemental Financial Information 

Quantitative & qualitative disclosures related to market risk 
sensitive instruments 

The Company is exposed to certain market risks which exist as a part of its ongoing 
business operations and uses derivative financial and commodity instruments, where 
appropriate, to manage these risks The Company, as a matter of policy, does not engage 
in trading or speculative transactions. Refer to Note 11 within Notes to Consolidated 
Financial Statements for further information on accounting policies related to deriva¬ 
tive financial and commodity instruments. 

Foreign exchange risk 

The Company is exposed to fluctuations in foreign currency cash flows related to 
third party purchases, intercompany product shipments, and intercompany loans The 
Company is also exposed to fluctuations in the value of foreign currency investments 
in subsidiaries and cash flows related to repatriation of these investments Additionally, 
the Company is exposed to volatility in the translation of foreign currency earnings to 
U S Dollars Primary exposures include the U S. Dollar versus functional currencies 
of the Company's major markets, i.e. British Pound. German Deutchmark, French Franc. 
Australian Dollar. Canadian Dollar, and Mexican Peso, and in the case of inter-sub¬ 
sidiary transactions, the British Pound versus other European currencies The Company 
assesses foreign currency risk based on transactional cash flows and enters into 
forward contracts of generally less than twelve months duration to reduce fluctuations 
in net long or short currency positions. 


The tables below summarize forward contracts held at year-end 1997 All contracts are 
valued in U S Dollars using year-end 1997 exchange rates, are hedges of anticipated 
transactions (unless indicated otherwise), and mature in 1998 


Contracts to sell foreign currency 

Currency 

sold 

Currency Notional value 
received (millions) 

Exchange rate 
(fc/1US$) 

Fair value 
(millions) 

Belgian Franc 

British Pound 

$11.7 

35.19 

$.5 

Swiss Franc 

German Deutchmark 

3.9 

1.46 

— 

French Franc 

German Deutchmark 

4.3 

6.08 

— 

French Franc 

Danish Kroner 

.6 

6.06 

— 

Danish Kroner 

British Pound 

5.4 

6.67 

.1 

Belgian Franc 

French Franc 

1.0 

36.87 


French Franc 

British Pound 

48.0 

570 

2.3 

Irish Punt 

British Pound 

27.4 

.66 

1.7 

Spanish Peseta 

British Pound 

1.3 

134.72 

.2 

Swedish Kroner 

Danish Kroner 

16.0 

7.89 

.1 


Total 

$119.6 


$4.9 


Contracts to purchase foreign currency 


Currency 

purchased 

Currency 

exchanged 

Notional value 
(millions) 

Exchange rate 
(fc/IUSS) 

Fair value 

(millions) 

Swiss Franc (a) 

British Pound 

$4.7 

1.42 

($i> 

German Deutchmark (a) British Pound 

.3 

1.72 

— 

German Deutchmark 

British Pound 

18.6 

1.71 

(8) 


Total 

$23.6 


($.9) 


(a) Designated as hedge of firm committment. 


Interest rate risk 

The Company is exposed to interest rate volatility with regard to future issuances of 
fixed rate debt and existing issuances of variable rate debt Primary exposures include 
movements in U S Treasury rates, London Interbank Offered rates (LIBOR), and com¬ 
mercial paper rates The Company uses interest rate caps, and currency and interest 
rate swaps, including forward swaps, to reduce interest rate volatility and funding costs 
associated with certain debt issues, and to achieve a desired proportion of variable ver¬ 
sus fixed rate debt, based on current and projected market conditions. 

The tables below provide information on the Company's significant debt issues and 
related hedging instruments at year-end 1997. For foreign currency-denominated debt, 
the information is presented in U.S. Dollar equivalents. Variable interest rates are based 
on effective rates or implied forward rates as of year-end 1997. Refer to Note 6 within 
Notes to Consolidated Financial Statements for further information 


Significant debt issues 

Debt 

characteristics 

Principal by year of maturity (millions) 

1998 2001 2004 

Fair value 
(millions) 

Euro Canadian Dollar 

$200.0 



$186.6 

fixed rate 

6.25% 




Euro Dollar 


$500.0 


$502.6 

fixed rate 


6.125% 



effective rate (a) 


6.400% 



Euro Dollar 



$500.0 

$515.3 

fixed rate 



6.625% 


effective rate (a) 



6.354% 


U.S. commercial paper (b) 

$744.2 



$744.2 

weighted av. variable 

5.74% 





(a) Effective fixed interest rate paid, as a result of settlement of forward interest rate swap 
at date of debt issuance. 


(b) $400 million of commercial paper classified in long-term debt as of year-end 1997. 

Refer to Note 6 within Notes to Consolidated Financial Statements lor further information. 


Interest & currency swaps & caps 


Instrument Year ol maturity (millions) Fairva | ue 

characteristics ___ 1998 2001 2002 (millions) 


Mixed swap - currency/interest 
- pay/receive fixed - hedge of 
existing debt issue 

Notional amt. $200.0 



($10.8) 

Pay US$/4.629% 




Receive C$/6250% 




Interest rate swap - pay 
variable/receive fixed - hedge 
of existing debt issue 

Notional amt. 

$200 0 


1.3 

Pay 

5.%% 



Receive 

6.40% 



Interest rate swap - pay 
variable/receive fixed - hedge 

Notional amt. 


$225.0 

1.2 

Pay 


5.600% 


of existing debt issue (a) 

Receive 


6 354% 


Interest rate forward swap - 
pay fixed/receive variable - 
hedge of future debt issue 

Notional amt. $25.0 



(.i) 

Pay 5.8125% 




Receive 5.7730% 




Interest rate cap - pay fixed if 30- 
dav C.P. rate rises to strike rate - 

Notional amt. 

$2250 


M) 

Strike 

6.33% 



hedge of U.S. commercial paper (b) Reference 

5.65% 




(a) Under the terms of this swap, if three-month LIBOR falls to 4 71% or below, the swap 
will expire. At year-end 1997, three-month LIBOR was 5.81% 


(b) Under the terms of this cap. if the Federal Reserve AA composile rate on 30-day 
commercial paper increases to 7.83% or above, the cap will expire. At year-end 1997 
the rate was 5.65%. 

Price risk 

The Company is exposed to price fluctuations primarily as a result of anticipated pur¬ 
chases of raw and packaging materials. Primary exposures include corn, wheat, 
soybean oil. sugar, and other ingredients for the Company's grain-based convenience 
food products. The Company uses the combination of long cash positions with vendors, 
and exchange-traded futures and option contracts to reduce price fluctuations in 
a desired percentage of forecasted purchases over a duration of generally less 
than one year. The fair values of commodity contracts held at year-end 1997 were 
insignificant, and potential near-term changes in commodity prices are not expected to 
have a significant impact on the Company’s future earnings or cash flow's. 

For all derivative financial instruments presented in the tables above, changes in fair 
values of these instruments and the resultant impact on the Company's cash flows 
and/or earnings would generally be offset by changes in values of underlying 
transactions and positions. Therefore, it should be noted that the exclusion 
of certain of the underlying exposures from the tables above may be a limitation in 
assessing the net market risk of the Company 
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BOARD OF DIRECTORS 



v 


Arnold G. Langbo 

Chairman of the Board 
Chief Executive Officer 
Kellogg Company (E*) 


A - Audit Committee 
C =- Compensation Committee 
E = Executive Committee 
F= Finance Committee 
N = Nominating and Corporate 
Governance Committee 
S = Social Responsibility Committee 
* Chairman 



Benjamin S. Carson, M.D. 

Director. Pediatric Neurosurgery 
The Johns Hopkins Medical Institutions 
Baltimore. Maryland (A.S) 



Gordon Gund 

Chairman and 
Chief Executive Officer 
Gund Investment Corporation 
Princeton. New Jersey (C.E.N*) 



Ann McLaughlin 

Chairman 

The Aspen Institute 
Aspen. Colorado (A’.N.S) 



William C. Richardson 

President and 
Chief Executive Officer 
W K Kellogg Foundation 
Battle Creek. Michigan (E.F.S) 



Carleton S. Fiorina 

Group President 
Global Service Provider Business 
Lucent Technologies Inc. 
Warren. New Jersey (F.S) 



William E. LaMothe 

Chairman Emeritus 
Kellogg Company (F.N.S) 



J. Richard Munro 

Chairman 
Genentech Inc. 

South San Francisco. California 
(A.C.S*) 



Donald H. Rumsfeld 

Chairman 

Gilead Sciences. Inc. 

Foster City. California (C.F’.N) 



Claudio X. Gonzalez 

Chairman of the Board 
Chief Executive Officer 
Kimberly-Clark de Mexico S.A. de C.V. 
Mexico City. Mexico (C'.F.N) 



Russell G. Mawby 

Chairman Emeritus 
W. K. Kellogg Foundation 
Battle Creek. Michigan (A.C.S) 



Harold A. Poling 

Chairman and 

Chief Executive Officer. Retired 
Ford Motor Company 
Dearborn. Michigan (A.E.N) 





John L. Zabriskie 

Chairman. President, and 
Chief Executive Officer 
NEN Life Science Products. Inc. 
Boston Massachusetts lA.C.F) 
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Corporate Officers 

Arnold G. Langbo 

Chairman of the Board 
Chief Executive Officer 

William A. Camstra 

Vice Chairman 

Donald G. Fritz 

Executive Vice President 

Jean-Louis Gourbin 

Executive Vice President 

Carlos M. Gutierrez 

Executive Vice President 
Business Development 

Alan F. Harris 

Executive Vice President 

John R. Hinton 

Executive Vice President - Administration 
Chief Financial Officer 

Thomas A. Knowlton 

Executive Vice President 

Donald W. Thomason 

Executive Vice President 
Corporate Services and Technology 

Donna J. Banks 

Senior Vice President 
Research and Development 

Richard M. Clark 

Senior Vice President 
General Counsel and Secretary 

Robert L. Creviston 

Senior Vice President - Human Resources 

Jay W. Shreiner 

Senior Vice President 
Chief Information Officer 

Joseph M. Stewart 

Senior Vice President 
Corporate Affairs 

Michael J. Teale 

Senior Vice President 

Worldwide Operations and Technology 


E. Joseph Alberding, M.D. 

Vice President - Medical Affairs 

John H. Bolt 

Treasurer 

Celeste A. Clark 

Vice President 

Worldwide Nutrition Marketing 

George A. Franklin 

Vice President 

Worldwide Government Affairs 

Charles E. French 

Vice President 

Victor L. Fulgoni, III 

Vice President - Nutrition 

Edward J. Gildea 

Vice President - Legal 

Harvey F. Hoeltzel 

Vice President 

Worldwide Engineering and Technology 

Richard J. Lilly 

Vice President - Travel Services 

Jeanene M. Mallmann 

Vice President 

President - McCamly Square Division 

William J. Mayer, M.D. 

Vice President 

President - Functional Foods Division 

W. Stephen Perry 

Vice President - Taxes 

W. Lawrence Romans 

Vice President - Internal Auditing 

Alan Taylor 

Vice President 
Corporate Controller 

Joseph J. Tubilewicz 

Vice President - Worldwide Purchasing 


Area Management 

Kellogg North America 

Thomas A. Knowlton (President) 
Arthur A. Byrd 
Charles E. French 
Frederick M. Jaques 
James W. Larson 
Marie L. Smith 
Jonathan D. Wilson 

Kellogg Europe 

Donald G. Fritz (President) 

Peter Eriksen-Jensen 
Gerald Gluscic 
Peter J. Legg 
Timothy P. Mobsby 
Christopher J. Roling 
Bernd Wilhelm 

Kellogg Asia-Pacific 

Jean-Louis Gourbin (President) 
Thomas M. Algeo 
Mohamed N. Elsarky 
Greg J. Lee 
David A.D. Mackay 
Bruce V. Norton 
Flemming Sundo 

Kellogg Latin America 

Alan F. Harris (President) 

Alan R. Andrews 
Luis R. Gomez 
Mauricio Magana 
Gustavo F. Martinez 
Luis C. Nunez 
King T. Pouw 



PRODUCTS AND MANUFACTURING LOCATIONS 


Kellogg North America 

Products 

Kellogg's* cereals, croutons, breading and stuffing products 
Eggo 5 waffles 
Lender’s * bagels 

Nutri-Grainf Rice Krispies Squares . 

Rice Krispies Treats' cereal bars 
Pop-Tarts - toaster pastries 
Time Savours'/Fournee Magique ' mini-loaves 

Manufacturing Locations 

San Jose, California 
New Haven, Connecticut 
West Haven, Connecticut 
Atlanta, Georgia 
Mattoon, Illinois 
Pikeville, Kentucky 
Battle Creek. Michigan 
Omaha, Nebraska 
Blue Anchor, New Jersey 
West Seneca, New York 
London, Ontario 
Lancaster, Pennsylvania 
Muncy, Pennsylvania 
Memphis, Tennessee 
Rossville, Tennessee 

Kellogg Europe 

Products 

Kellogg's 8 cereals, breading products 
Nutri-Grainf Rice Krispies Squares' cereal bars 
Pop-Tarts * toaster pastries 


Kellogg Asia-Pacific 

Products 

Kellogg’s ® cereals 

Nutri-Grainf Rice Bubbles TreatsCoco Pops? Sustain ’? 
Just Right? Crunchy Nut Corn Flakes" cereal bars 
Pop-Tarts ® toaster pastries 

Manufacturing Locations 

Sydney, Australia 
Guangzhou, China 
Taloja, India 
Takasaki, Japan 
Anseong, South Korea 
Rayong, Thailand 

Kellogg Latin America 

Products 

Kellogg's ® cereals, breading products 
Eggo* waffles 
Nutri-Grain* cereal bars 
Pop-Tarts* toaster pastries 

Manufacturing Locations 

Pilar, Argentina 
Sao Paulo, Brazil 
Bogota, Colombia 
Guayaquil, Ecuador 
Guatemala City, Guatemala 
Queretaro, Mexico 
Maracay, Venezuela 


Manufacturing Locations 

Bremen, Germany 
Manchester, Great Britain 
Wrexham, Great Britain 
Springs, South Africa 
Vails, Spain 
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SHAREHOLDER INFORMATION 


Directory 

Kellogg Company 

One Kellogg Square 
Battle Creek, Ml 49016-3599 
(616) 961-2000 

Common Stock: 

Listed on the New York Stock Exchange 
Ticker Symbol: K 

Independent Accountants: 

Price Waterhouse LLP 

Transfer Agent, Registrar, and Dividend 
Disbursing Agent: 

Communications concerning stock transler. dividend payments, 
lost certificates, and change ol address should be directed to: 

Harris Trust and Savings Bank 
Shareholder Services Division 
P.O. Box A3504 
Chicago, IL 60690-3504 
(800) 323-6138 

Fiscal Agent: 

6.25% Euro Canadian Dollar Notes Due 
October 12,1998 
The Chase Manhattan Bank 
4 Chase Metro Tech Centre, Third Floor 
Brooklyn, NY 11245 

6.625% Euro Dollar Notes Due 
January 29.2004 
Citibank N.A., London 
336 Strand 

London WC2R 1HB England 

Trustee and Collateral Agent: 

6.125% Euro Dollar Notes Due 
August 6,2001 
Citibank N.A., London 
336 Strand 

London WC2R1HB England 

Dividend Reinvestment and 
Stock Purchase Plan: 

This plan, available to shareholders, allows for full or partial 
dividend reinvestment and voluntary cash purchases, with brokerage 
commissions and service charges paid by the Company. For details, 
contact: 

Harris Trust and Savings Bank 
P.O. Box A3309 
Chicago, IL 60690-9939 
(800)323-6138 


Company Information: 

Kellogg news releases, including earnings announcements, are available 
by fax 24 hours a day through Company News On-Call at (800) 758-5804. 
The Kellogg extension is 483375. 

Kellogg Company's website -http://mw.kelloggs.com - contains a 
wide range of information about the Company, including news releases, 
the Annual Report, nutritional information, and recipes. 

Copies of the Annual Report on audio cassette for visually impaired 
shareholders, the Annual Report on Form 10-K. quarterly reports on 
Form 10-Q, and other Company information are available upon 
request from: 

Kellogg Company 
P.O. Box CAMB 
Battle Creek, Ml 49016-1986 
(800) 962-1413 

Investor Relations: 

(616) 961-2767 

Shareholder Services: 

(616) 961-2380 

Kellogg Better Government Committee: 

This committee is organized to permit Company shareholders, executives, 
administrative personnel, and their families to pool their contributions 
in support of candidates for elected offices at the federal level who 
believe in sound economic policy and real growth, and who will fight 
inflation and unemployment, try lo decrease taxes, and reduce the 
growth of government. Interested shareholders are invited to write for 
further information: 

Kellogg Better Government Committee 
ATTN: Joseph M. Stewart 
One Kellogg Square 
Battle Creek. Ml 49016-3599 


Throughout this Annual Report, references in italics represent 
worldwide trademarks or product names owned by or associated 
with Kellogg Company. 

TM® Kellogg Company 
©1998 Kellogg Company 


© 

This report is printed on recycled paper. 
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We’re Keeping 

America’s Promise 

The Alliance For Youth* 



volunteer service of Kellogg people, 
and many other initiatives, Kellogg 
Company is a major supporter of 
America’s Promise - The Alliance for 
Youth. Led by General Colin L. Powell, 
America’s Promise was created to 
provide at-risk young Americans with: 

• An ongoing relationship with 
a caring adult. 

• Safe places to learn and grow. 

• Marketable skills through 
effective education. 

• A healthy start. 

• An opportunity to give back. 

To learn more about America’s 
Promise and what you can do to 
help, call 1-888-55-YOUTH or visit 
www.americaspromise.org. 


Kellogg Company 
One Kellogg Square 
Battle Creek, Michigan 49016-3599 
Telephone (616) 961-2000 





